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PREFACE 


This  booklet  contains  reprints  of  the  Final  Examinations  and  Suggested 
Solutions,  for  all  the  courses  offered  by  the  Certified  General  Accountants’ 
Association  for  the  Academic  Year.  In  most  cases,  the  Examiner  has 
provided  comments  on  the  performance  to  emphasize  the  areas  in  which 
the  students  appeared  to  have  the  most  difficulties,  or  performed  well. 

The  purpose  of  publishing  these  Final  Examinations  and  Suggested 
Solutions  is  to  give  students  an  indication  of  the  degree  of  complexity  of 
the  examinations. 

In  no  way  are  these  examination's  intended  as  an  indication  of  the  total 
body  of  knowledge  that  a  student  is  expected  to  have  mastered  for  the 
applicable  course.  Suggested  Solutions  in  an  examination  give  only  an 
outline  of  the  answers.  Students  would  be  required  to  discuss  the  points  to 
show  their  understanding. 

The  users  of  this  booklet  should  realize  that  certain  types  of  questions  may 
not  be  applicable  to  their  current  courses  because  of  changes  in  course 
content.  In  many  cases,  particularly  in  the  Income  Tax  and  Law  courses, 
the  Suggested  Solutions  to  some  questions  and  references  to  texts,  lesson 
notes  or  statutes  will  be  applicable  only  in  the  year  published  because  of 
subsequent  changes  to  these  course  materials  or  to  the  relevant  statutes. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 

ACCOUNTING  101  EXAMINATION 
December,  1983 


Time:  3  Hours 

Each  of  the  following  represents  a  decision  made  by  the  controller  of  Knights  Inc.  You 
have  been  hired  as  a  consultant  to  the  company  because  of  your  accounting  expertise.  For 
each  of  his,  her  independent  decisions,  you  are  to  state:  i)  whether  you  agree  or  disagree 
with  the  decision;  and.  ii)  the  reason  supporting  your  position, justified  by  an  accounting 
concept  or  principle. 

(a)  The  entire  cost  of  a  new  metal  waste  paper  basket  was  charged  to  an  expense  account, 
even  though  it  has  a  useful  life  of  three  years. 

(b)  The  company  has  paid  a  large  sum  for  an  advertising  campaign  to  promote  a  new 
product  that  will  not  be  placed  on  the  market  until  the  following  year.  The  controller 
has  charged  this  amount  to  a  prepaid  expense  account. 

(c)  Inasmuch  as  profits  for  the  year  appear  to  be  extremely  small,  no  depreciation  of 
fixed  assets  is  to  be  recorded  as  an  expense  this  year. 

(d)  The  company  changed  its  method  of  depreciating  equipment  from  the  double- 
declining  balance  to  the  straight-line  method.  No  mention  of  this  change  was  made  in 
the  financial  statements. 

(e)  A  building  purchased  by  the  company  five  years  ago  at  $64,000,  including  the  land  on 
which  it  stands,  can  now  be  sold  for  $103,000.  The  controller  instructs  that  the  new 
value  of  $103,000  be  entered  in  the  accounts. 


Presented  below  are  certain  account  balances  of  Ocean  Inc.  for  the  current  fiscal  year. 


Sales  returns 

$  7,200 

Ending  inventory 

$  50,700 

Sales  discounts 

18,100 

Rental  income 

8,400 

Selling  expenses 

98,800 

Interest  expense 

10,300 

Sales 

372,400 

Purchase  allowances 

8,200 

Income  tax  expense 

33,000 

Beginning  retained 

earnings 

105,300 

Beginning  inventory 

42,400 

Ending  retained 

earnings 

124,100 

Purchases 

184,200 

Freight-in 

10,100 

Purchase  discounts 

17,300 

Dividend  revenue 

74,000 

Administrative  expenses 

82,000 

REQUIRED: 

(a)  Specify  Ocean  Inc.’s 

total  net 

revenues  for  the  current  period.  (Show  your 

computations.) 


(b)  Prepare  the  cost  of  goods  sold  section  of  the  income  statement. 

(c)  Specify  dividends  declared  during  the  current  year.  (Show  your  computations.) 
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Q-3 

(4)  (a)  Certain  information  relative  to  the  operations  of  Lucy  Company  for  Year  5  follows: 


Accounts  receivable,  January  1  $24,000 

Accounts  receivable  collected  78,000 

Cash  sales  15,000 

Inventory,  January  1  36,000 

Inventory,  December  31  33,000 

Purchases  of  inventory  60,000 

Gross  profit  on  sales  (gross  margin)  27,000 


REQUIRED: 

What  is  Lucy’s  balance  in  accounts  receivable  at  December  31,  Year  5? 

(4)  (b)  The  following  information  is  available  for  Cassidy  Company: 

Credit  sales  during  Year  6  $100,000 

Allowance  for  doubtful  accounts  at 

December  31,  Year  5  (credit  balance)  1,200 
Accounts  receivable  deemed  worthless  and 
written-off  during  Year  6  1,600 

During  Year  6,  Cassidy  Company  estimated  that  its  doubtful  accounts  expense  should  be 
1%  of  all  credit  sales.  As  a  result  of  a  review  and  aging  of  accounts  receivable  in  early 
January  of  Year  7,  it  was  determined  that  an  allowance  for  doubtful  accounts  of  $1,100 
was  needed  at  December  31,  Year  6. 

REQUIRED: 

What  amount  should  Cassidy  Company  record  as  doubtful  accounts  expense  for  the  year 
ended  December  31,  Year  6? 

16  Q.4  In  1980,  Rivendell  Mining  Inc.  purchased  land  for  $3,200,000  that  had  a  natural  resource 

supply  estimated  at  2,000,000  tons.  When  the  natural  resources  are  removed,  the  land  has 
an  estimated  value  of  $450,000.  Development  and  road  construction  costs  on  the  land 
were  $200,000,  and  a  building  was  constructed  at  a  cost  of  $55,000  with  an  estimated 
$5,000  salvage  value  when  all  natural  resources  have  been  extracted.  During  1981, 
additional  development  costs  of  $170,000  were  incurred.  Production  for  1980  and  1981 
was  300,000  tons  and  450,000  tons,  respectively. 

HINT:  Additional  development  costs  should  be  capitalized  into  the  depletion  base. 

REQUIRED: 

Compute  the  estimated  depletion  charge  for  1980  and  1981.  Include  depreciation  on  the 
building  as  a  depletion  charge,  using  the  units-of-production  method. 

(9)  (a)  1980: 

(7)  (b)  1981: 
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On  January  2,  1980,  Aragorn  Products  Corporation  received  a  charter  from  the  province 
of  British  Columbia  granting  it  the  right  to  issue  5,000  shares  of  $100  par  value,  6% 
cumulative  and  non-participating  preferred  stock  and  50,000  shares  of  $5  par  value 
common  stock.  During  its  fiscal  year,  the  following  transactions  were  completed: 


1980 

January  1 1 
February  1 


Accepted  subscriptions  to  20,000  shares  of  common  stock  at  $10  per 
share;  20%  down  payment  accompanied  the  subscription. 

Issued  Thomas  Jacob  Corporation  2,800  shares  of  preferred  stock  for  the 
following  assets:  machinery  with  a  fair  market  value  of  $35,000;  a  factory 
building  with  a  fair  market  value  of  $85,000;  and  land  with  an  appraised 
value  of  $175,000. 


March  1 6  Other  machinery,  with  a  fair  market  value  of  $80,000  was  donated  to  the 
company. 

April  1 5  Collected  the  balance  of  the  subscription  price  on  the  common  shares  and 
issued  the  stock. 

August  26  Declared  a  10%  stock  dividend  on  the  common  shares. The  stock  was 
selling  at  $6  per  share  on  the  day  of  the  declaration. 


September  15  Distributed  the  stock  dividend. 

December  31  Declared  a  $0.10  per  share  cash  dividend  on  the  common  stock  and 
declared  the  preferred  dividend. 

December  3 1  Closed  the  Revenue  and  Expense  Summary  account.  There  was  a  $54,000 
net  income. 


REQUIRED: 

Record  the  journal  entries  for  the  transactions  listed  above.  (Explanations  are  not 
necessary.) 

Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these 
items  in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i) 
is  the  best  answer  for  item  (a),  write  a  i)  in  your  examination  booklet.  Select  only  one 
answer  for  each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked. 
Wrong  answers  will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account 
will  be  taken  of  any  explanations  you  offer. 

NOTE:  2  marks  each. 

(a)  On  January  1,  1981,  when  the  market  rate  for  bond  interest  was  14%,  Luna 
Corporation  issued  bonds  in  the  face  amount  of  $500,000,  with  interest  at  12% 
payable  semi-annually  , The  bonds  mature  on  December  31, 1990,  and  were  issued  at  a 
discount  of  $53,180.  How  much  of  the  discount  should  be  amortized  by  the  effective 
interest  method  at  July  1,  1981? 

i)  $1,277. 

ii)  $2,659. 

iii)  $3,191. 

iv)  $3,723. 
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(b)  Shannon  Manufacturing  Corporation  issued  bonds  with  a  maturity  amount  of 
$200,000  and  a  maturity  ten  years  from  date  of  issue.  If  the  bonds  were  issued  at  a 
premium,  this  indicates  that: 

i)  the  yield  (effective  or  market)  rate  of  interest  exceeded  the  nominal  (coupon)  rate. 

ii)  the  nominal  rate  of  interest  exceeded  the  yield  rate. 

iii)  the  yield  and  nominal  rates  coincided. 

iv)  no  necessary  relationship  exists  between  the  two  rates. 

(c)  On  January  2,  1977,  a  calendar-year  corporation  sold  5%  bonds  with  a  face  value  of 
$100,000.  These  bonds  mature  in  five  years,  and  interest  is  paid  semi-annually  on 
June  30  and  December  31.  The  bonds  were  sold  for  $95,735  to  yield  6%.  Using  the 
effective  method  of  amortization,  how  much  should  be  charged  to  interest  expense  in 
1977? 

i)  $4,147. 

ii)  $4,265. 

iii)  $5,755. 

iv)  $5,853. 

v)  None  of  the  above. 

(d)  When  outstanding  bonds  payable  are  called  and  refunded,  the  difference  between  the 
carrying  value  of  the  bonds  and  their  call  price  should  be: 

i)  amortized  over  the  remaining  life  of  the  bonds  called  and  retired. 

ii)  amortized  over  the  life  of  the  new  bonds  issued  to  refund  the  called  bonds. 

iii)  recognized  as  a  loss  (or  gain,  if  appropriate)  in  the  period  in  which  the  refunding 
occurs. 

iv)  each  of  the  above  is  appropriate  and  in  conformity  with  generally  accepted 
accounting  principles. 

(e)  On  March  1,  1981,  Cassidy  Corporation  issued  10%  debentures  dated  January  1, 
1981,  in  the  face  amount  of  $1,000,000  with  interest  payable  on  January  1  and  July  1. 
The  debentures  were  sold  at  par  and  accrued  interest.  How  much  should  Cassidy 
debit  to  cash  on  March  1,  1981? 

i)  $  966,667. 

ii)  $  983,333. 

iii)  $1,016,667. 

iv)  $1,033,333. 

Q.7  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these 
items  in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i) 
is  the  best  answer  for  item  (a)  write  a  i)  in  your  examination  booklet.  Select  only  one 
answer  for  each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked. 
Wrong  answers  will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account 
will  be  taken  of  any  explanations  you  offer. 

NOTE:2  marks  each. 


Continued  .  .  . 
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(a)  The  McMurphy  Company  purchased  a  machine  on  November  1,  1969,  for  $74,000. 
At  the  time  of  acquisition,  the  machine  was  estimated  to  have  a  useful  life  of  ten  years 
and  an  estimated  salvage  value  of  $2,000.  McMurphy  has  recorded  monthly 
depreciation  using  the  straight-line  method.  On  October  31,  1978,  the  machine  was 
sold  for  $6,500.  What  should  be  the  loss  recognized  from  the  sale  of  the  machine? 


i)  $  0. 

ii)  $2,700. 

iii)  $  900. 

iv)  $6,500. 


(b)  A  truck  was  purchased  January  1,  1981,  for  $15,000.  The  estimated  useful  life  and 
estimated  residual  value  at  the  date  of  acquisition  were  4  years  and  $3,000, 
respectively.  Depreciation  was  correctly  recorded  using  the  straight-line  method  in 
1981  and  1982.  On  January  1,  1983,  the  owner  determined  that  the  remaining  useful 
life  on  the  asset  was  4  years.  The  amount  of  depreciation  expense  for  1983  was: 


i)  $3,000. 

ii)  $  750. 

iii)  $1,500. 

iv)  $2,250. 


(c)  On  the  basis  of  the  following  data,  wliat  is  the  proper  adjusting  entry  at  June  30,  the 
end  of  the  fiscal  year:  supplies  account  balance  beforeadjustment. $1,900;  supplies 
physical  inventory  on  June  30,  $750? 

i)  Debit  supplies  $750;  credit  supplies  expense  $750. 

ii)  Debit  supplies  expense  $750;  credit  supplies  $750. 

iii)  Debit  supplies  expense  $1,900;  credit  supplies  $1,900. 

iv)  Debit  supplies  $1,900;  credit  supplies  expense  $1,900. 

v)  Debit  supplies  expense  $1,150;  credit  supplies  $1,150. 

(d)  Of  the  following  adjusting  entries  which  one  would  cause  an  increase  in  assets  at  the 
end  of  the  period? 

i)  The  entry  to  record  the  earned  portion  of  rent  received  in  advance. 

ii)  The  entry  to  accrue  unrecorded  interest  expense. 

iii)  The  entry  to  accrue  unrecorded  interest  revenue. 

iv)  The  entry  to  record  expiration  of  prepaid  insurance. 

v)  None  of  the  above. 

(e)  X, Y  and  Z  have  operated  a  partnership  for  several  years.  On  December  3 1 , 1 980,  they 
decide  to  liquidate  the  business.  A  summary  of  the  balance  sheet  at  that  date  is  shown 
below: 


Assets 


Liabilities 


Cash 

Other  Assets 


$  8,000 
66,000 

$74,000 


X,  Capital 

Y,  Capital 

Z,  Capital 


Accounts  Payable 


$  5,000 
17,000 
40,000 
12,000 
$74,000 


Continued  .  .  . 
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Profits  and  losses  are  shared  in  a  3:2:5  ratio  for  X,  Y  and  Z,  respectively.  If  “Other 
Assets”  are  sold  for  $68,000,  and  the  Accounts  Payable  have  been  paid,  what  amount 
of  cash  would  Z  receive  in  the  final  step  of  liquidation? 

i)  $12,000. 

ii)  $12,600. 

iii)  $13,000. 

iv)  $12,400. 

v)  $35,500. 

(f)  The  type  of  account  and  normal  balance  of  accumulated  depreciation  is: 

i)  asset,  debit. 

ii)  contra  asset,  debit. 

iii)  asset,  credit. 

iv)  contra  asset,  credit. 

v)  none  of  the  above. 

(g)  On  the  basis  of  the  following  data,  what  is  the  proper  adjusting  entry  at  March  3 1 ,  the 
end  of  the  fiscal  year:  prepaid  insurance  account  balance  before  adjustment,  $7,200; 
unexpired  premiums  per  analysis  of  policies,  $3,300? 

i)  Debit  insurance  expense  $7,200;  credit  prepaid  insurance  $7,200. 

ii)  Debit  insurance  expense  $3,300;  credit  prepaid  insurance  $3,300. 

iii)  Debit  prepaid  insurance  $3,300;  credit  insurance  expense  $3,300. 

iv)  Debit  prepaid  insurance  $7,200;  credit  insurance  expense  $7,200. 

v)  Debit  insurance  expense  $3,900;  credit  prepaid  insurance  $3,900. 

(h)  The  method  of  determining  depreciation  that  yields  successive  reductions  in  the 
periodic  depreciation  charge  over  the  estimated  life  of  the  asset  is: 

i)  sum-of-the-years-digits. 

ii)  units-of-production. 

iii)  straight-line. 

iv)  none  of  the  above. 

(i)  On  January  1,  1983,  SES  Corporation  purchased  JAL  Corporation  for  a  negotiated 
price  of  $90,000.  Net  assets  on  the  books  of  JAL  Corporation  were  equal  to  $80,000. 
What  would  be  the  amortization  expense  for  goodwill  on  December  31,  1983, 
assuming  it  will  be  written-off  over  5  Years? 

i)  $  250. 

ii)  $  2,000. 

iii)  $  0. 

iv)  $18,000. 

(j)  If  the  inventory  account  at  the  end  of  the  year  is  understated,  the  effect  will  be  to: 

i)  overstate  the  gross  profit  margin. 

ii)  understate  the  net  purchases. 

iii)  overstate  the  cost  of  goods  sold. 

iv)  overstate  the  goods  available  for  sale. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 
December,  1983 
EXAMINER’S  COMMENTS 


General 

Students  did  well  on  this  exam;  we  found  few  students  clearly 
unprepared. 

Specific 

Q.l  Generally  well  done,  but  some  students  had  trouble  follow¬ 
ing  directions.  They  often  did  not  state  whether  they 
agreed  or  disagreed  with  the  statement. 

In  part  (b)  many  students  did  not  know  that  a  "prepaid  ex¬ 
pense  account"  was  an  asset,  not  an  expense.  However,  most 
of  them  interpreted  the  matching  principle.  Some  noted 
that  advertising  already  performed  for  an  unmarketed  pro¬ 
duct  (not  inconsistent  with  the  statement)  would  be 

expensed  due  to  "conservatism,"  and  received  marks. 

For  part  (e)  many  mentioned  "going  concern  principle"  as 
the  reason  why  we  do  not  recognize  the  current  value  of  an 
asset.  In  this  particular  example,  the  historical  cost 
principle  was  more  appropriate.  There  was  some  confusion 
between  historical  cost  and  current  cost  concepts. 

0 . 2  Performance  varied  widely. 

Parts  (a)  and  (b)  were  mostly  well  done.  Besides  confusing 
net  sales,  revenue  and  income,  students  often  could  not 

handle  the  'little'  items  like  discounts  that  constituted 

(a)  and  much  of  (b).  Most  could  produce  the  cost  of  goods 
sold  schedule,  except  for  freight  in. 

Performance  in  part  (c)  was  poor.  Here,  as  in  Q.3,  many 
could  not  reconcile  flows  and  stocks;  some  did  not  try 
to.  Many  knew  they  had  to  reconcile  retained  earnings  to 
calculate  dividends,  but  did  not  bother  with  net  income. 

Q.3  In  general,  treatment  of  this  question  was  marginal,  with 
most  students  failing  to  grasp  one  of  the  parts.  Many  lost 
part  marks  for  incomplete  or  incomprehensible  notes,  or 

had  trouble  reconciling  flows  into  and  out  of  an  account 
with  balances  in  it. 

(a)  Most  could  derive  the  schedule  required  as  far  as  cost 
of  goods  sold,  but  were  unable  to  translate  it  into 
total  sales,  credit  sales,  and  the  accounts  receivable 
balance. 

(b)  Few  understood  what  was  required  and  consequently 
could  not  manipulate  the  figures.  The  most  common  er¬ 
ror  was  to  take  1%  of  sales  or  some  number  given  in 
the  question.  Many  knew  the  write-off  and  balances  had 
to  be  reconciled,  but  could  not  do  it. 

Continued. . . 
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This  units-of-production  method  problem  was  reasonably 
well  handled;  a  majority  received  full  marks.  Most  got  the 
9  marks  for  1980  but  failed  to  adjust  the  charge-per-ton 
rate  correctly  for  the  $170,000  additional  cost  in  1981: 
most  tried  to  spread  the  $170,000  over  the  original 
2,000,000  tons  rather  than  over  the  1,700,000  remaining. 
Mechanically,  they  neglected  to  deduct  prior  depletion  and 
prior  production  from  the  denominator  in  figuring  the  new 
charge  rate. 

Other  common  problems:  students  charged  later  costs  (the 
$170  ,000)  to  the  prior  year  as  well,  by  adding  it  to  the 
1980  numerator.  Some  neglected  to  deduct  residual  land 
value,  depleted  the  residual  but  not  the  resource, 
neglected  improvements,  or  used  straight-line  for  improve¬ 
ments  . 

A  few  had  trouble  with  units-of-production  mechanics, 
using  tons  per  dollar,  or  only  currently-produced  tons. 
These  students  appeared  not  to  notice  that  their  results 
were  unreasonable. 

Some  had  trouble  with  significant  figures  and  premature 
rounding,  or  used  two-decimal-place  calculators  incorrect¬ 
ly:  the  charge  rate  is  Total  $/Total '  tons,  which,  times 
Annual  tons,  gives  the  annual  charge.  Rounding  the  charge 
rate  before  multiplying  can  give  a  wrong  answer  —  and 
compounds  the  marker's  problem,  noted  in  0.3,  of  finding 
what  the  student  did  in  incomplete  or  incomprehensible 
notes . 

Q.5  Overall  students  did  reasonably  well.  Many  were  confused 
by  the  assignment  of  credits  to  common  stock  and  contri¬ 
buted  surplus  accounts,  common  stock  subscribed  and  sub¬ 
scription  receivable,  and  in  registering  the  premium  — 
often  using  "gain"  or  no  entry.  Many  forgot  to  debit  com¬ 
mon  stock  subscribed,  credit  common  stock. 

Students  had  trouble  with  contributed  capital  and  donated 
assets,  and  with  dividends.  Not  all  dividends  use  cash, 
though  all  do  reduce  retained  earnings,  nor  are  dividends 
an  expense.  Many  neglected  the  premium  in  the  stock  divi¬ 
dend;  many  credited  cash  rather  than  common  stock. 

0.6  By  and  large,  the  students  did  an  excellent  job  on  the  two 
S.7  multiple  choice  questions.  The  bond  question  (0.6)  was 
more  difficult  than  the  miscellaneous  theory  and  practice 
(Q.7).  Mistakes  were  distributed  evenly  across  the  ten 
parts  of  Q.7.  Few  obviously  guessed. 

(0.6(c) )This  required  that  interest  expense  be  calcu¬ 
lated  for  the  entire  year  using  the  effective  in¬ 
terest  method,  while  interest  compounded  semi¬ 
annually.  Many  overlooked  this  complication. 
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CERTIFIED  GENERAL, ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.  1  NOTE:  To  receive  full  marks,  there  must  be  some  discussion  of  the  position  taken  and  the 
concept /principle  cited. 

(2)  (a)  Agree 

Materiality . 

(2)  (b)  Agree 

Matching  (in  conjunction  with  revenue  realization). 

(2)  (c)  Disagree 

Matching. 

(2)  (d)  Disagree 

Consistency  or  full  disclosure. 

(2)  (e)  Disagree 

Historial  cost  (in  conjunction  with  revenue  realization). 

Q.2 

(6)  (a)  Total  net  revenues: 

Sales 

Less:  Sales  discounts 
Sales  returns 

Net  sales 

Add:  Dividend  revenue 
Add:  Rental  income 

Total  Net  Revenue 


(6)  (b)  Cost  of  goods  sold: 

Beginning  inventory 
Add:  Purchases  (gross) 
Less:  Purchase  allowances 
Purchase  discounts 
Add:  Freight-in 
Net  purchases 

Cost  of  goods  available  for 
Less:  Ending  inventory 

Cost  of  goods  sold 


Continued  ... 


$372,400 

(18,100) 

(7,200) 

$347,100 

74,000 

8,400 

$429,500 


$42,400 

$184,200 

(8,200) 

(17,300) 

10,100 

-  $168,800 

sale  $211,200 

(50,700) 

$160,500 
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(8)  (c)  Dividends  declared: 


Retained  earnings  (beginning) 

$105,300 

Add:  Net  income* 

44,900 

Less:  Dividends  declared 

X 

Retained  earnings  (ending) 

x  =  $26,100 

$124,100 

Net  income: 

Net  revenues  (from  part  (a)) 

$429,500 

Less  expenses: 

Cost  of  goods  sold  (from  part  (b)) 

(160,500) 

Selling  expenses 

(98,800) 

Administrative  expenses 

(82,000) 

Interest  expense 

(10,300) 

Income  before  taxes 

77,900 

Less:  Income  tax  expense 

(33,000) 

Net  income 

$  44,900 

8 


Q.3 

(4)  (a)  $21,000 


Beginning  balance 

Credit  sales* 

Ending  balance 

*  Beginning  inventory 
+  Purchases  (net) 

Cost  of  goods 
available  for  sale 
-  Ending  inventory 

Cost  of  goods  sold 

Total  sales 
Cost  of  goods  sold 

Gross  Profit 


Accounts  Receivable 


$24,000 


$78,000  Accounts  receivable  collected 


$75,000 

$21,000 

$36,000 

60,000 


$96,000 

33,000 

$63,000 

$90,000 

63,000 

$27,000 


Total  sales  $90,000  -  $15,000  cash  sales  =  $75,000  credit  sales. 


(4) 


(b)  $1,500 


Allowance  for  Doubtful  Accounts 


Accounts  receivable 
written-off  $1,600 

$1,200  Beginning  balance 

$1,500  —  plug  from  aging  schedule 

$1,100 

Doubtful  accounts  expense  =  $1,000  +  $500 
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Q.4 

(9) 


(a) 


1980:  $450,000 


Salvage  Value 

Land  Road  Building  Building 

$3.200,000  +  $200,000  +  $55,000  $5,000 


$3,000,000 
2,000,000  tons 

300,000 

X 

tons  extracted 


2,000,000  tons 
$1. 50/ton 

$1. 50/ton  =  $450,000 


Residual 

Value 

$450,000 


(7)  (b)  1981:  $720,000 

NOTE:To  calculate  1981  depletion  change  requires  the  student  to  observe  the 
change  in  an  accounting  estimate,  namely  the  total  cost  (i.e.,  numerator). 


1980  Depletion  Base 
$3,000.000 


Additional 

Development  Costs  1980  Depletion 
$170,000  -  $450,000 

2,000,000  -  300,000 

1980  tons  extracted 


$1. 60/ton 


450,000  *  $1.60  ton  =  $720,000 
tons 

extracted 


16 


Q.5  1980 

January  11 


DR 

Subscriptions  Receivable  —  Common  Stock  $200,000 
Common  Stock  Subscribed 
**  Paid-in  Capital  in  Excess  of  Par  —  Common 


CR 

$100,000 

100,000 


Cash  40,000 

Subscriptions  Receivable  —  Common  Stock  40,000 


February  1 


March  16 


April  15 


August  26 


September  15 


December  31 


Machinery 
Factory  Building 
Land 

Preferred  Stock 

**Paid-in  Capital  in  Excess  of  Par  —  Preferred 

Machinery 

Donated  Capital 

Cash 

Subscriptions  Receivable  —  Common  Stock 

Common  Stock  Subscribed 
Common  Stock 

Retained  Earnings  (2,000  *  $6) 

Common  Stock  Dividend  Distributable 
**  Paid-in  Capital  in  Excess  of  Par  —  Common 

Common  Stock  Dividend  Distributable 
Common  Stock  (2,000  x  $5) 

Retained  Earnings 

Cash  Dividend  Payable  —  Common 
Cash  Dividend  Payable  —  Preferred 


$  35,000 
85,000 
175,000 

$280,000 

15.000 

$  80,000 

$  80,000 

$160,000 

$160,000 

100,000 

100,000 

$  12,000 

$  10,000 
2,000 

$  10,000 

$  10,000 

$  19,000 

$  2,200* 
16,800 

Continued  .  .  . 
Page  3  of  4 
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*  Common  Shares  Outstanding: 

Subscribed  520,000 

10%  stock  dividend  (20,000  out¬ 
standing  when  declared)  2,000 

$22,000 

x  JO 

Common  Cash  Dividend  $  2,200 


December  31  Revenue  and  Expense  Summary 
Retained  Earnings 


$54,000 

$54,000 


**  Alternative  terminology  (e.g..  Premium  on  Common  or  Preferred,  etc)  is  acceptable. 


10  Q.6  NOTE:  2  marks  each. 


(a) 

i) 

(c) 

iii) 

(e) 

iii) 

(b) 

ii) 

(d) 

iii) 

NOTE:  2  marks  each. 

(a) 

ii) 

(d) 

iii) 

(g) 

v) 

O')  id) 

(b) 

iii) 

(e) 

iii) 

(h) 

i) 

(c) 

v) 

(f) 

iv) 

(i) 

ii) 

100  END  OF  SOLUTIONS 
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CERTIFIED  CENERAL  ACCOUNTANTS-  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 
March,  1984 


Marks 


Time:  3  Hours 


10 


16 


Q.  1  Listed  below  are  a  number  of  accounting  procedures  and  practices  that  have  developed 
over  time.  Specify  the  accounting  concept,  principle  or  assumption  that  most 
appropriately  justifies  these  procedures  and  practices  and  explain  your  choice. 

(2)  (a)  Lower  of  cost  or  market  is  used  to  value  inventories. 

(2)  (b)  Reporting  must  be  done  at  defined  time  intervals. 

(2)  (c)  Each  enterprise  is  kept  as  a  unit  distinct  from  its  owner  or  owners. 

(2)  (d)  It  is  essential  if  financial  statements  of  successive  periods  are  to  be  comparable. 

(2)  (e)  Financial  forecasts  are  not  recorded  because  of  their  subjective  nature. 

Q.  2  The  Rosalita  Company’s  record  of  transactions  for  the  month  of  October  was  as  follows: 


Purchases 


October 


October 


1  (balance  on  hand) 

700 

@ 

$5.00 

4 

300 

@ 

5.20 

8 

300 

@ 

5.20 

13 

1,000 

@ 

5.10 

21 

400 

@ 

5.50 

29 

300 

3,000 

@ 

5.60 

Sales 

3 

400 

@ 

$9.00 

9 

500 

@ 

8.50 

11 

300 

@ 

9.20 

23 

600 

@ 

8.60 

27 

800 

@ 

8.70 

2,600 


REQUIRED: 

NOTE:  Show  all  computations  for  (a)  through  (d). 


(6)  (a)  Assuming  that  perpetual  inventory  records  are  kept  in  units  only,  compute  the  ending 

inventory  at  October  31  using:  i)  LIFO;  and,  ii)  weighted  average  cost. 

(6)  (b)  Assuming  that  perpetual  inventory  records  are  kept  in  dollars  and  costs  are  computed 

at  the  time  of  each  withdrawal,  determine  the  ending  inventory  using:  i)  FIFO;  and  ii) 
LIFO. 

(2)  (c)  Compute  cost  of  goods  sold  assuming  periodic  inventory  procedures  and  inventory 

priced  at  FIFO. 

(2)  (d)  In  an  inflationary  period,  which  of  the  following  inventory  methods  (FIFO,  LIFO,  or 

average  cost)  will  show  the  highest  net  income?  Why? 
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Q.3  The  Harris  Company  has  just  received  the  August  31,  1980,  bank  statement,  which  is 
summarized  below: 


First  National  Bank 

Disbursements 

Receipts 

Balance 

Balance,  August  1 

$  8,600 

Deposits  during  August 

$28,000 

36,600 

Note  collected  for  customer, 

including  $24  interest 

924 

37,524 

Cheques  cleared  during  August 

$32,200 

5,324 

Bank  service  charges 

8 

5,316 

Balance,  August  31 

5,316 

The  general  ledger  cash  account  contained  the  following  entries  for  the  month  of  August: 


Cash  Account 


Balance,  August  1 

$  8,200 

Disbursements  in  August 

$32,500 

Receipts  during  August 

31,000 

Deposits  in  transit  at  August  31  are  $3,000  and  cheques  outstanding  at  August  31  are 
determined  to  total  $900.  Cash-on-hand  at  August  31  is  $190.  The  bookkeeper 
improperly  entered  one  cheque  in  the  books  at  $  1 55.39  which  was  written  for  $  1 65.39  for 
supplies;  it  cleared  the  bank  during  the  month  of  August. 

REQUIRED: 

(7)  (a)  Prepare  Harris  Company’s  Bank  Reconciliation  dated  August  31,  1980,  proceeding 

to  a  corrected  balance. 

(6)  (b)  Prepare  any  entries  necessary  to  make  the  books  correct  and  complete. 

(1)  (c)  What  amount  of  cash  should  be  reported  in  the  August  31  balance  sheet? 
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Q-4  Olsen  Rock  and  Gravel  Corporation  needed  funds  to  finance  the  development  of  a  new 
product.  The  company  issued  $5  million  face  value,  five  year,  6%  bonds.  Interest  is 
payable  annually  on  September  30.  The  bonds  were  issued  on  October  1,  1980  and  the 
company  received  proceeds  of  $5,445,182.  In  the  Annual  Report,  the  president  wrote, 
“Although  the  debt  carries  a  coupon  rate  of  6%,  the  financing  has  been  arranged  so  that 
the  effective  interest  expense  to  the  company  is  4%  per  annum." 

REQUIRED: 

(2)  (a)  Prepare  the  journal  entry  required  to  issue  the  bonds  on  October  1,  1980. 

(2)  (b)  Prepare  the  journal  entry  required  at  the  end  of  the  first  year  (September  30,  1981)  if 

the  straight-line  method  of  amortization  is  used. 

(10)  (c)  In  your  examination  booklet,  set  up  and  complete  the  following  amortization 

schedule  using  the  effective-interest  method  of  amortization: 


Net  Carrying 

Interest 

Value 

Date 

Period 

Expense 

Premium 

Cash  of  Debt 

October  1,  1980 

0 

— 

— 

$5,445,182 

September  30,  1981 

1 

September  30,  1982 

2 

September  30,  1983 

3 

September  30,  1984 

4 

September  30,  1985 

5 
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Q.5  Presented  below  are  the  trial  balance  and  additional  information  relating  to  Conan,  a 
consulting  engineer. 


Conan,  Consulting  Engineer 
Trial  Balance 
as  at  December  31,  1980 

$  37,800 
13,100 

$  486 

1.980 
666 
24,660 

3,960 
5,400 
18,914 
90,000 

9,360 
29,880 
1,080 
234 

$178/760  $118,760 


Additional  information: 

(a)  Fees  received  in  advance  from  clients,  not  previously  recorded  in  the  trial  balance, 
$2,700. 

(b)  A  physical  count  of  the  engineering  supplies  inventory  indicated  there  was  $1,600  of 
supplies  on  hand  at  the  end  of  the  year. 

(c)  The  allowance  for  doubtful  accounts  should  be  adjusted  to  7%  of  the  accounts 
receivable  balance. 

(d)  Insurance  expired  during  the  year,  $234. 

(e)  Furniture  and  equipment  is  being  depreciated  on  a  straight-line  basis  at  10%  per  year 
assuming  no  salvage  value. 

(0  Conan  gave  the  bank  a  90  day,  6%  note  for  $5,400  on  December  1,  1980.  (Note: 
Assume  there  are  360  days  in  the  fiscal  period.) 

(g)  Rent  of  the  building  is  $720  per  month.  The  rent  for  1980  has  been  paid,  as  has  that  for 
January  1981. 

(h)  Office  salaries  earned  but  unpaid  December  31,  1980,  $540. 

REQUIRED: 

Prepare  adjusting  journal  entries  to  record  the  preceding  information  (a)  through  (h). 


Cash 

Accounts  Receivable 
Allowance  for  Doubtful  Accounts 
Engineering  Supplies  Inventory 
Unexpired  Insurance 
Furniture  and  Equipment 
Accumulated  Depreciation  — 
Furniture  and  Equipment 
Notes  Payable 
Conan  Capital 

Revenue  from  Consulting  Fees 
Rent  Expense 
Office  Salaries 

Heat,  Light  and  Water  Expense 
Miscellaneous  Office  Expense 
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Q.6  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these 
items  in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i) 
is  the  best  answer  for  item  (a),  write  a  i)  in  your  examination  booklet.  Select  only  one 
answer  for  each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked. 
Wrong  answ  ers  will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account 
will  be  taken  of  any  explanations  you  offer. 

NOTE:  2  marks  each. 

(a)  The  outstanding  stock  is  composed  of  10,000  shares  of  $100  par,  cumulative, 
participating  preferred  $8  stock  and  50,000  shares  of  no-par  common  stock.  The 
preferred  stock  is  entitled  to  participate  equally  with  the  common,  share  for  share,  in 
any  dividend  distributions  which  exceed  the  regular  preferred  dividend  and  a  $  1  per 
share  common  dividend.  Preferred  dividends  have  been  paid  every  year  except  for  the 
preceding  year  and  the  current  year.  If  $145,000  is  to  be  distributed  as  a  dividend  for 
the  current  year,  what  total  amount  will  be  distributed  to  the  preferred  share  holders 
this  period? 

i)  $  24,166.67. 

ii)  $  80,000.00. 

iii)  $  82,500.00. 

iv)  $145,000.00. 

v)  None  of  the  above. 

(b)  The  following  changes  in  account  balances  of  the  Comix  Corporation  during  1979 
are  presented  below: 


Increase 


$356,000 

108,000 

240,000 

24,000 


Assets 
Liabilities 
Capital  stock 
Additional  paid-in  capital 


Assuming  there  were  no  charges  to  retained  earnings  other  than  a  dividend  payment 
of  $52,000,  the  net  income  for  1979  should  be: 

i)  $16,000. 

ii)  $36,000. 

iii)  $52,000. 

iv)  $68,000. 

(c)  A  company  with  10,000  authorized  shares  of  $5  par  common  stock  issued  6,000 
shares  at  $13.  Subsequently,  the  company  declared  a  5%  stock  dividend  on  a  date 
when  the  market  price  was  $20  a  share.  What  is  the  amount  transferred  from  the 
retained  earnings  account  to  paid-in  capital  accounts  as  a  result  of  the  stock  dividend? 

i)  $  1,500. 

ii)  $  2,500. 

iii)  $  6,000. 

iv)  $10,000. 

v)  None  of  the  above. 


Continued  .  .  . 
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(d)  Mr.  X  is  planning  to  give  a  building  to  Y  Corporation.  He  will  receive  no  stock  in 
exchange  for  the  donation.  When  Mr.  X  originally  purchased  the  building,  he  paid 
$20,000.  The  market  value  at  the  date  of  donation  is  $35,000.  What  will  Y 
Corporation  record  on  its  books? 


i)  Building 

$20,000 

Additional  paid-in  capital  — 

donated  building 

$20,000 

ii)  Building 

$35,000 

Common  stock 

$35,000 

iii)  Building 

$20,000 

Retained  earnings 

$20,000 

iv)  Building 

$35,000 

Additional  paid-in  capital  — 

donated  building 

$35,000 

v)  Memorandum  entry  only. 

(e)  A  corporation  earned  net  income  of  $90,000  during  its  first  year.  The  income 
represented  12%  of  the  total  shareholders’  equity  at  the  end  of  the  first  year.  No 
dividends  had  been  declared.  The  only  capital  stock  transaction  had  been  the  issuance 
of  the  entire  amount  of  100,000  authorized  shares  of  $6  par  value  at  the  beginning  of 
the  year.  On  the  basis  of  these  facts,  the  total  amount  of  capital  contributed  by 
shareholders  must  have  been: 

i)  $750,000. 

ii)  $660,000. 

iii)  $600,000. 

iv)  $690,000. 


Q.7  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these 
items  in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i) 
is  the  best  answer  for  item  (a),  write  a  i)  in  your  examination  booklet.  Select  only  one 
answer  for  each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked. 
Wrong  answers  will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account 
will  be  taken  of  any  explanations  you  offer. 

NOTE:  2  marks  each. 

(a)  On  January  2,  1975,  Mogul  Company  acquired  equipment  to  be  used  in  its 
manufacturing  operations.  The  equipment  has  an  estimated  useful  life  of  five  years 
and  an  estimated  salvage  value  of  $5,000.  The  depreciation  applicable  to  this 
equipment  was  $24,000  for  1977,  computed  under  the  sum-of-the-years-digits 
method.  What  was  the  acquisition  cost  of  the  equipment? 

i)  $  65,000. 

ii)  $  72,000. 

iii)  $  95,000. 

iv)  $125,000. 


Continued  .  .  . 
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(b)  Generally,  revenues  should  be  recognized  at  a  point  when: 

i)  management  decides  it  is  appropriate  to  do  so. 

ii)  the  product  is  available  for  sale  to  the  ultimate  customer. 

iii)  an  exchange  has  taken  place  and  the  earnings  process  is  virtually  complete. 

iv)  an  order  for  a  definite  amount  of  merchandise  has  been  received  for  shipment 
FOB  destination. 

(c)  Moe,  Larry  and  Curly  are  partners.  On  January  1,  1981,  their  capital  balances  were: 
Moe,  $50,000;  Larry.  $60,000;  and  Curly,  $20,000.  Assume  that  the  partners  have 
agreed  to  share  profits  annually  as  follows: 

Salaries:  Moe,  $5,000;  Larry  $15,000;  Curly,  $2,000 

Interest:  5%  on  beginning  capital  balances 

Remainder:  Profits  and  losses  ratio  of  3:3:2,  respectively  (to  Moe,  Larry  and  Curly) 
If  net  income  for  1981  amounted  to  $20,000,  what  would  each  partner  receive? 


Moe 

Larry 

Curly 

i) 

$ 

4,312.50 

$14,812.50 

$  875.00 

ii) 

$106,875.50 

$21,185.50 

$5,125.00 

iii) 

$ 

7,500.00 

$  7,500.00 

$5,000.00 

iv) 

$ 

4,250.00 

$14,250.00 

$1,500.00 

(d)  X  Company  acquired  land  in  exchange  for  5,000  shares  of  its  $1.00  par  common 
stock.  The  fair  market  value  of  the  land  is  not  determinable,  but  the  stock  is  widely 
traded  and  sold  for  $9  per  share  when  exchanged  for  the  land.  At  what  amount  should 
the  land  be  recorded  by  X  Company? 

i)  $  5,000. 

ii)  $20,000. 

iii)  $25,000. 

iv)  $45,000. 

v)  None  of  the  above. 

(e)  Merchandise  inventory  at  the  end  of  the  year  was  inadvertently  understated.  Which 
of  the  following  statements  correctly  states  the  effect  of  the  error  on  net  income, 
assets,  and  shareholders’  equity? 

i)  Net  income  is  overstated,  assets  are  overstated,  shareholders’  equity  is  overstated. 

ii)  Net  income  is  overstated,  assets  are  overstated,  shareholders’  equity  is 
understated. 

iii)  Net  income  is  understated,  assets  are  understated,  shareholders’  equity  is 
understated. 

iv)  Net  income  is  understated,  assets  are  understated,  shareholders’  equity  is 
overstated. 

v)  None  of  the  above. 


Continued  .  .  . 
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(f)  Mr.  A  purchased  land  and  building  for  a  lump  sum  of  $40,000.  The  building  is 
depreciable  for  business  purposes,  so  he  wants  to  allocate  the  $40,000  lump  sum  to  the 
land  and  building  account  based  on  their  relative  appraisal  values,  given  as  follows: 

Land  $  5,000 

Building  25,000 

$30,000 

At  what  dollar  amount  should  each  account  be  recorded? 

i)  Land  $  6,667;  Building  $33,333. 

ii)  Land  $  5,000;  Building  $25,000. 

iii)  Land  $15,000;  Building  $25,000. 

iv)  Land  $  5,000;  Building  $35,000. 

(g)  The  Wolverine  Company  purchased  a  machine  on  November  1,  1974,  for  $74,000.  At 
the  time  of  acquisition,  the  machine  was  estimated  to  have  a  useful  life  of  ten  years 
and  an  estimated  salvage  value  of  $2,000.  Wolverine  Company  has  recorded  monthly 
depreciation  using  the  straight-line  method.  On  July  1,  1983,  the  machine  was  sold  for 
$6,500.  What  should  be  the  loss  recognized  from  the  sale  of  the  machine? 

i)  $  0. 

ii)  $2,500. 

iii)  $5,100. 

iv)  $6,500. 

(h)  Merchandise  with  an  invoice  price  of  $40,000  is  purchased  subject  to  terms  of  2/ 10, 
n/30,  FOB  destination.  The  company  uses  the  net  method  to  record  purchases. 
Transportation  costs  paid  by  the  seller  totaled  $200.  What  is  the  amount  charged  to 
the  purchases  account  (i.e.,  the  cost  of  the  merchandise)  assuming  that  the  invoice  is 
paid  after  the  discount  period  has  expired? 

i)  $39,200. 

ii)  $39,400. 

iii)  $40,000. 

iv)  $40,200. 

v)  None  of  the  above. 

(i)  Which  of  the  following  depreciation  methods  is  computed  in  the  same  way  as 
depletion  is  computed? 

i)  Straight-line. 

ii)  Sum-of-the-years-digits. 

iii)  Double-declining-balance. 

iv)  Units-of-production. 

(j)  When  the  interest  payment  dates  of  a  bond  are  May  1  and  November  1  and  a  bond 
issue  is  sold  on  June  1,  the  amount  of  cash  received  by  the  issuer  will  be: 

i)  increased  by  accrued  interest  from  June  1  to  November  1. 

ii)  increased  by  accured  interest  from  May  I  to  June  1. 

iii)  decreased  by  accrued  interest  from  June  1  to  November  I. 

iv)  decreased  by  accrued  interest  from  May  1  to  June  1. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


Specific 


Q.  1 


Q.2- 


0.3 


0.4 


Disappointing  performance,  creative  spelling,  doubtful 
logic,  a  fear  of  inflation  accounting,  and  a  devotion  to 
matching . 


(a)  Conservatism:  few  knew  this.  Many  tried  to  use 

"cost",  which  cannot  justify  a  value  less  than  cost. 
Others  tried  to  invoke  "replacement  cost",  when  "real¬ 
izable  value"  was  appropriate. 

(b)  Most  could  name  "period". 

(c)  Most  could  name  and  describe  "entity". 

( d)  More  invoked  "matching",  without  regard  to  its  consis¬ 
tency,  than  did  "consistency". 

(e)  Many  tried  to  denounce  forecasts  as  a  kind  of 
inflation  accounting. 


Overall,  students  had  some  difficulty  making  these  rela¬ 
tively  simple  inventory  calculations. 


(a)  i) 

ii) 

(b)  i) 
ii) 


(c) 

(d) 


Students  did  not  recognize  that  keeping  perpetual 
inventory  in  units  only  still  requires  that  they 
be  costed  out  in  dollars  at  the  end  of  the  year. 
Overall,  students  did  well  in  this  part. 

Students  found  this  the  easiest  ending  inventory 
number  to  calculate. 

A  substantial  percentage  of  the  students  was  un¬ 
able  to  calculate  ending  inventory  under  LIFO  on  a 
perpetual  (in  dollars  and  units)  basis.  They  need 
work  here. 

Students  confused  the  concepts  of  gross  margin, 
cost  of  goods  available  for  sale,  cost  of  goods 
sold  and  ending  inventory. 

Students  had  difficulty  dealing  with  this  rather 
straightforward  inflation  concept  and  its  effect 
on  inventory. 


Most  did  the  reconciliation  (a)  well,  having  more  trouble 
with  the  entries  (b)  and  in  (c),  forgetting  to  add  cash  on 
hand  to  the  bank  balance. 


Almost  all  could  write  the  initial  journal  entry.  Few 
seemed  to  appreciate  the  problem  of  reconciling  a  sale  at 
other  than  par  with  fixed  interest  payments  -  as  shown  by 
the  number  who  took  cash  charges  other  than  the  stated 
rate  (6%)  of  face  value  ($5,000,000).  Many,  similarly, 
failed  to  appreciate  that  sale  at  a  premium  had  to  reduce 
interest  expense,  even  though  it  could  not  change  the  cash 
credits,  with  the  difference  applied  to  premiums. 
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Q.5  Almost  all  could  handle  the  straightforward  entries. 

Accruing  interest  (f)  for  a  30— day  month  in  a  360-day  year 
stumped  many. 

Q.6  Students  were  unable  to  demonstrate  a  mastery  of  this 

topic.  They  even  had  difficulty  with  some  of  the  simpler 
shareholders'  equity  concepts.  Work  is  needed  here. 

Q.7  Students  did  an  average  job  on  this  general  multiple 

choice  question.  No  one  part  in  particular  stood  out  as  a 
problem  area. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 

10 


ACCOUNTING  101  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.  1  NOTE:  To  receive  full  marks,  there  must  be  some  discussion  of  each  concept/ principle 
and  its  application  and  relevance. 

f2J  (a)  Conservatism  principle. 

(2)  (bj  Time  period  (periodicity)  assumption. 

(2)  (c)  Entity  (economic  entity)  assumption. 

(2)  (d)  Consistency  principle. 

(2)  (e)  Objectivity  (in  conjunction  with  historical  cost). 

Q.2 

(6)  (a)  i)  LIFO:  400  @  $5.00  =  $2,000 

ii)  .  „  .  *  Total  cost  _  $15,600  ,,, 

e  Total  units  3,000 

400  @  $5.20  =  $2,080 

*  700  *  $5.00  =  $  3,500 

300  *  5.20  =  1,560 

300  *  5.20  =  1,560 

1,000  *  5.10  =  5,100 

400  «  5.50  =  2,200 

300  x  5.60  =  1,680 

3,000  units  $15,600 


(6)  (b)  i)  FIFO:  100  @  $5.50  =  $  550 

+300  @  5.60  =  1,680 

$2,230 

ii)  LIFO:  100  @  $5.00  =  $  500 
+300  @  5.60  =  1,680 

$2,180 

(2)  (c)  Cost  of  Goods  Available  $15,600 

Less  Ending  Inventory  (FIFO)  -2,230 

$13,370 

(2)  (d)  FIFO,  ceteris  paribus.  Evaluate  the  discussion. 
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Harris  Company 
Bank  Reconciliation 
As  at  August  31,  1980 


14  Q.3 

(7)  (a) 


Balance  per  books  at  August  31,  1980  $6,700 

Deduct  transposition  error  (10) 

Deduct  bank  service  charges  (8) 

Add  notes  collected  +  924 


Corrected  Balance*  $7,606 


*  To  check: 

Balance  per  bank  at  August  31,  1980  $5,316 

Add  deposits-in-transit  +  3,000 

Add  cash-on-hand  +  190 

Deduct  outstanding  cheques  (900) 


$7,606 

(6)  (b)  DR  CR 

Supplies  $  10 

Cash  $  10 

Miscellaneous  Expenses  (Bank  service  charges)  $  8 

Cash  $  8 

Cash  $924 

Notes  Receivable  $900 

Interest  Revenue  24 


(1)  (c)  $7,606  ,  the  corrected  balance. 


14 


Q.4 

(2)  (a)  Cash 

Bonds  Payable 
Premium  on  bonds  payable 


DR 

$5,445,182.00 


CR 

$5,000,000.00 

445,182.00 


(2) 


(b)  Interest  Expense 

Premium  on  bonds  payable 
Cash 


*$445,182.00 

5 


$89,036.40 


$210,963.60 

*89,036.40 

$300,000.00 


(10) 


(c) 


Amortization  Schedule 


Date 

Period 

Interest4 

Expense 

Premium* 

CashC 

Net  Carrying 
Value  of 
Debt 

October  1,  1980 

0 

$  - 

$  — 

$  - 

$5,445,182 

September  30,  1981 

1 

217,807 

82,193 

300,000 

5,362,989 

September  30,  1982 

2 

214,520 

85,480 

300,000 

5,277,509 

September  30,  1983 

3 

211,100 

88,900 

300,000 

5,188,609 

September  30,  1984 

4 

207,544 

92,456 

300,000 

5,096,153 

September  30,  1985 

5 

*  203,847 

96,153 

300,000 

5,000,000 

*  rounding  error  $1 

a  .04  *  Net  Carrying  Value  of  Debt 

B  300,000  -  Interest  Expense 
c  .06  *  $5,000,000 
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16  Q.5  NOTE:  2  marks  each. 


DR 

CR 

(a)  Cash 

$2,700 

Unearned  Fee  Revenue 

$2,700 

(b)  Supplies  Expense 

*$  380 

Engineering  Supplies  Inventory 

$  380 

*(1980-1600) 

(c)  Doubtful  Accounts  Expense 

**$  431 

Allowance  for  Doubtful  Accounts 

$  431 

Accounts  Receivable  Allowance  for  Doubtful  Accounts 


**  $13,100 

$  486 

431-*plug 

$  917 

$13,100  »  .07  = 

$917 

(d)  Insurance  Expense 

Unexpired  Insurance 

$  234 

$  234 

(e)  Depreciation  Expense 

Accumulated  Depreciation  — 

Furniture  and  Equipment 
*($24,660  «  .10) 

*$  2,466 

$2,466 

(f)  Interest  Expense 

Accrued  Interest  Payable 

*  $  27 

$  27 

*($5,400  «  .06  *  i/„) 

(g)  Prepaid  Rent 

Rent  Expense 

$  720 

$  720 

(h)  Office  Salary  Expense 

Accrued  Salaries  Payable 

$  540 

$  540 

10  Q.6  NOTE:  2  marks  each. 


(a) 

iv) 

(c) 

iii) 

(e) 

ii) 

(b) 

ii) 

(d) 

iv) 

NOTE:  2  marks  each. 

(a) 

iv) 

(d) 

iv) 

(g) 

iii) 

O') 

(b) 

iii) 

(e) 

iii) 

(h) 

i) 

(c) 

>) 

(0 

i) 

(i) 

iv) 

100 


END  OF  SOLUTIONS 
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ACCOUNTING  101  EXAMINATION 
June,  1984 


Time:  3  Hours 

Q.l  In  each  of  the  following,  a  basic  accounting  concept  or  principle  has  been  violated.  For 
each  independent  case,  state  the  concept  or  principle  that  has  been  violated  and  explain 
the  violation. 

(2)  (a)  Hayduke  Manufacturing  Company  has  decided  to  manufacture  its  own  widgets  because 

it  would  be  cheaper  to  do  so  than  to  buy  them  from  an  outside  supplier.  In  an  attempt 
to  make  their  statements  more  comparable  with  those  of  their  competitors,  Hayduke 
charged  its  inventory  account  for  what  they  felt  the  widgets  would  have  cost  if  they  had 
been  purchased  from  an  outside  supplier. 

(2)  (b)  Smith  Inc.,  a  fast-food  company,  sells  franchises  for  $60,000,  accepting  a  $500  down 

payment  and  a  50  year  note  for  the  remainder.  Smith  promises  within  three  years  to 
assist  in  site  selection,  building,  and  management  training.  Smith  records  the  $60,000 
franchise  fee  as  revenue  in  the  period  in  which  the  contract  is  signed. 

(2)  (c)  Abbzug  Chemical  Company  faces  possible  expropriation  (i.a,  take-over)  of  foreign  facil¬ 

ities  and  possible  losses  on  sums  owed  by  various  customers  on  the  verge  of  bankruptcy. 
The  company  president  has  decided  that  these  possibilities  should  not  be  noted  on  the 
financial  statements  because  Abbzug  still  hopes  that  these  events  will  not  take  place. 

(2)  (d)  Ken  Davis,  owner  of  University  Bookstore  Inc.,  bought  a  radio  for  his  own  use.  He  paid 

for  the  radio  by  writing  a  personal  cheque  on  the  Bookstore  chequing  account  and  charg¬ 
ing  the  office  equipment  account. 

(2)  (e)  Stover  Inc.  recently  completed  a  new  120  story  office  building  which  houses  their  head 

offices  and  many  other  tenants.  All  the  office  equipment  for  the  building,  which  had 
a  per  item  or  per  unit  cost  of  $900  or  less,  was  expensed  as  immaterial,  even  though 
the  office  equipment  has  an  average  life  of  ten  years.  The  total  cost  of  the  office  equip¬ 
ment  was  approximately  $25  million.  (Do  not  use  the  matching  principle.) 
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Q-2  The  amortization  schedule  below  reflects  the  issuance  of  ten-year,  5%,  $100,000  bonds  by 
Cramer  Company  on  April  1,  1980,  and  the  subsequent  interest  payments  and  charges. 
Interest  is  paid  annually  on  April  1.  The  bonds  were  issued  to  yield  6%.  The  company’s 
fiscal  period  ends  on  December  31. 


Present  value  of  $1  at  6%  for  10  periods  .55839 

Present  value  of  $1  at  5°7o  for  10  periods  .61391 

Present  value  of  an  annuity  of  $1  at  6°7o  for  10  periods  7.360 

Present  value  of  an  annuity  of  $1  at  5%  for  10  periods  7.722 


Amortization  Schedule 


Net 


Year 

Cash 

Interest 

Expense 

Amount 

Unamortized 

Carrying 

Value 

April  1,  1980 

— 

— 

$7,361 

$  92,639 

April  1,  1981 

$5,000 

$5,558 

6,803 

93,197 

April  1,  1982 

5,000 

5,592 

6,211 

93,789 

April  1,  1983 

5,000 

5,627 

5,584 

94,416 

April  1,  1984 

5,000 

5,665 

4,919 

95,081 

April  1,  1985 

5,000 

5,705 

4,214 

95,786 

April  1,  1986 

5,000 

5,747 

3,467 

96,533 

April  1,  1987 

5,000 

5,792 

2,675 

97,325 

April  1,  1988 

5,000 

5,840 

1,835 

98,165 

April  1,  1989 

5,000 

5,890 

945 

99,055 

April  1,  1990 

5,000 

5,945 

— 

100,000 

REQUIRED: 


(4)  (a)  Show  how  the  proceeds  of  the  bond  issuance  ($92,639)  was  calculated.  Indicate  whether 

Cramer  Company  issued  the  bonds  at  a  premium  or  a  discount. 

(3)  (b)  Prepare  the  journal  entry  to  record  the  issuance  of  the  bonds  on  April  1,  1980. 

(3)  (c)  Indicate  whether  the  amortization  schedule  is  based  on  the  interest  method  or  the 

straight-line  method,  and  how  you  have  determined  this  fact  from  the  above  schedule. 

(3)  (d)  Prepare  the  adjusting  journal  entry  at  the  end  of  Cramer’s  first  fiscal  year  to  record 

the  accrued  interest  on  the  bonds,  and  amortize  the  discount  or  premium  for  the  nine- 
month  period. 

(3)  (e)  Prepare  the  journal  entry  for  the  annual  interest  payment  on  April  1 , 1 98 1 ,  and  amortize 

the  remaining  portion  of  the  discount  or  premium  for  the  first  interest  period.  Assume 
Cramer  Company  does  not  use  reversing  entries. 

(4)  (f)  Assume  the  entire  bond  issue  is  retired  on  April  1,  1984,  for  a  price  of  $102.  Prepare 

the  journal  entry  to  record  the  retirement. 
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11  Q.3  On  January  1, 1982,  Smith  Company  purchased  machinery  at  a  cost  of  $95,000  (including 

tax)  that  had  an  estimated  salvage  value  of  $5,000  and  an  estimated  life  of  ten-  years.  Trans¬ 
portation  and  installation  costs  for  the  new  machinery  were  $15,000.  Routine  repair  and 
maintenance  costs  during  1982  were  $500. 

REQUIRED: 

(2)  (a)  Prepare  the  journal  entry  for  the  acquisition  of  the  machinery. 

(1)  (b)  Preparethejourna!entrytorecordthedepreciationchargeonDecember31, 1982,assum- 

ing  the  straight-line  method  is  used. 

(3)  (c)  On  July  1,  1984,  the  machinery  was  sold  for  $75,000.  Prepare  the  journal  entry  to  rec¬ 

ord  the  sale.  (Show  your  computations.) 

(5)  (d)  Repeat  (a),  (b),  and  (c)  above,  assuming  the  double-declining  balance  method  of  depreci¬ 

ation  is  used.  Number  your  entries  (i),  (ii),  and  (iii). 

20  Q.4  Lucky  Duck  Inc.  has  250,000  shares  of  $10  par  value  common  stock  authorized,  and  100,000 

shares  of  $100  par  value,  6°7o  cumulative  and  non-participating  preferred  stock  authorized. 
The  shareholders’  equity  section  of  the  balance  sheet  after  the  first  year  of  operation,  1980, 
is  as  follows: 

Lucky  Duck  Inc. 

Shareholders'  Equity 
As  of  December  31,  1980 

Common  stock,  $10  par  value,  250,000  shares 


authorized,  100,000  shares  issued  $1,000,000 

Paid-in  capital  in  excess  of  par  value  50,000 

Total  contributed  capital  $1,050,000 

Retained  earnings  75,000 

Total  shareholders’  equity  $1,125,000 


REQUIRED: 

(1)  (a)  During  1980,  dividends  of  $.15  per  share  of  common  stock  were  declared  and  paid. 

Assuming  the  only  other  effect  on  the  balance  of  retained  earnings  was  a  net  income 
(or  loss),  calculate  the  net  income  (or  loss)  for  1980. 


Continued . . . 
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(14)  (b)  Prepare  journal  entries,  in  consecutive  order,  for  each  of  the  following  transactions 

involving  Lucky  Duck  Inc.  during  1981: 


i) 

1981 

January  15 

ii) 

February  20 

iii) 

February  23 

iv) 

May  7 

v) 

May  31 

vi) 

October  12 

vii) 

November  12 

viii)  December  31 

Issued  1,000  shares  of  the  preferred  stock  for  $103  per  share. 


ing  1,000  shares  of  common  stock.  The  stock  was  selling  for  $13 
per  share  on  that  date. 

iii)  February  23  Issued  50,000  shares  of  common  stock  for  $15  per  share. 

Declared  a  1%  stock  dividend  on  common  stock.  The  market  price 
on  that  date  was  $16  per  share. 

Distributed  the  stock  dividend  in  (iv)  above. 

Declared  a  $6  per  share  dividend  on  preferred  stock  and  a  $.20  per 
share  dividend  on  common  stock. 


(5)  (c)  Prepare  the  shareholders’  equity  section  of  the  balance  sheet  for  1981. 

Q.5 

(3)  (a)  The  following  accounts  were  abstracted  from  the  trial  balance  of  Carbondale  Com¬ 

pany  at  December  31,  1982: 


Debit  Credit 

Credit  sales  $500,000 

Sales  discounts  $10,000 

On  January  1,  1982,  the  Allowance  for  Uncollectible  Accounts  Receivable  account  had 
a  credit  balance  of  $12,000.  During  1982,  $20,000  of  accounts  receivable  deemed 
uncollectible  were  written  off. 

Historical  experience  indicates  that  3%  of  gross  sales  prove  uncollectible. 

REQUIRED: 

What  should  the  balance  in  the  Allowance  for  Uncollectible  Accounts  Receivable 
account  be  after  the  current  provision  is  made? 


Continued.  .  . 


(3) 


(b)  The  following  information  is  available  for  the  Atlas  Corporation's/irsf  year  of  operation: 


Payment  for  merchandise  purchases  $200,000 

Ending  merchandise  inventory  60,000 

Accounts  payable — merchandise  purchases  40,000 

(balance  at  the  end  of  the  year) 

Collections  from  customers  170,000 


All  merchandise  items  were  marked  to  sell  at  30%  above  cost. 


REQUIRED: 

What  should  the  ending  balance  in  accounts  receivable  be,  assuming  all  accounts  are 
deemed  collectible?  Assume  all  sales  were  on  account. 

(3)  (c)  For  the  current  fiscal. year,  sales  were  $875,000;  sales  returns  and  allowances  were  $25,000; 

purchases  were  $550,000;  and  purchase  discounts  were  $7,000.  Merchandise  inventory 
at  the  beginning  of  the  year  was  $90,000  and  at  the  end  of  the  year  was  $95,000. 

REQUIRED: 

What  was  the  cost  of  merchandise  sold? 


10  Q.6  Select  the  best  answer  for  each  of  the  following  items.  Answer  each  of  these  items  in  your 

examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  (i)  is  the  best 
answer  for  item  (a),  write  (a)(i)  in  your  examination  booklet.  Select  only  one  answer  for 
each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked.  Wrong  answers 
will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account  will  be  taken 
of  any  explanations  you  offer.  2  marks  for  each  correct  answer. 

NOTE:  The  following  information  is  applicable  for  items  (a)  through  (d).  Part  (e)  is  unrelated. 
The  following  lots  of  a  particular  commodity  were  available  for  sale  during  the  year: 


Beginning  inventory 
First  purchase 
Second  purchase 
Third  purchase 


20  units  @  $80 
20  units  @  $82 
30  units  @  $85 
30  units  @  $87 


(a)  A  firm  uses  the  periodic  system  and  there  are  25  units  of  the  commodity  on-hand  at 
the  end  of  the  year.  What  is  the  amount  of  ending  inventory  according  to  the  first-in, 
first-out  method? 


i)  $2,010. 

ii)  $2,100. 

iii)  $2,150. 

iv)  $2,175. 

v)  None  of  the  above. 
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(b)  What  is  the  amount  of  inventory  at  the  end  of  the  year  according  to  the  weighted  aver¬ 
age  cost  method? 

i)  $2,010. 

ii)  $2,100. 

iii)  $2,150. 

iv)  $2,175. 

v)  None  of  the  above. 

(c)  What  is  the  amount  of  inventory  at  the  end  of  the  year  according  to  lower  of  cost  or 
market,  using  first-in,  first-out  method,  if  the  current  replacement  cost  is  $86  a  unit? 

i)  $2,010. 

ii)  $2,100. 

iii)  $2,150. 

iv)  $2,175. 

v)  None  of  the  above. 

(d)  What  is  the  amount  of  inventory  at  the  end  of  the  year  according  to  the  last-in,  first- 
out  method? 

i)  $2,010. 

ii)  $2,100. 

iii)  $2,150. 

iv)  $2,175. 

v)  None  of  the  above. 

(e)  Stephens  Company  began  operations  in  1980.  For  the  year  ended  December  31,  1980, 
Stephens  Company  made  available  the  following  information: 


Gross  sales 
Gross  purchases 

Beginning  inventory  (January  1,  1980) 
Purchase  returns  and  allowances 
Sales  returns  and  allowances 
Selling  and  administrative  expenses 
Interest  expense 
Interest  revenue 

Ending  inventory  (December  31,  1980) 


$25,500 

23,200 


1,200 

500 

1,150 

275 

525 

4,000 


What  was  Stephens  Company’s  gross  profit  (gross  margin)  for  the  period  ended  Decem¬ 
ber  31,  1980? 

i)  $5,850. 

ii)  $6,100. 

iii)  $7,000. 

iv)  $2,300. 

v)  None  of  the  above. 
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20  Q.7  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these  items 

in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  (i)  is  the 
best  answer  for  item  (a),  write  (a)(i)  in  your  examination  booklet.  Select  only  one  answer 
for  each  item.  If  more  than  one  answer  is  given,  that  item  will  not  be  marked.  Wrong  answers 
will  be  graded  as  zero  and  no  further  marks  will  be  deducted.  No  account  will  be  taken 
of  any  explanations  you  offer. 

NOTE:  2  marks  for  each  correct  answer. 

(a)  Equipment  costing  $13,500,  with  a  residual  value  of  $1,500  and  an  estimated  life  of  six 
years,  has  been  depreciated  for  two  years,  using  the  straight-line  method.  Assuming 
a  revised  remaining  estimated  life  of  two  years,  the  depreciation  expense  for  the  third 
year  will  be: 

i)  $5,000. 

ii)  $4,000. 

iii)  $3,000. 

iv)  $2,000. 

(b)  If  beginning  inventory  is  understated  by  $1,200  and  ending  inventory  is  overstated  by 
$700,  the  net  income  for  the  year  will  be: 

i)  understated  by  $500. 

ii)  understated  by  $1,900. 

iii)  overstated  by  $500. 

iv)  overstated  by  $1,900. 

v)  none  of  the  above. 

(c)  The  supplies  account  had  a  balance  of  $850  at  the  beginning  of  the  year  and  was  debited 
during  the  year  for  $1,325,  representing  the  total  of  supplies  purchased  during  the  year. 
If  $670  of  supplies  are  on-hand  at  the  end  of  the  year,  the  supplies  expense  to  be  reported 
on  the  income  statement  for  the  year  would  be: 

i)  $  670. 

ii)  $  850. 

iii)  $1,505. 

iv)  $2,175. 

v)  none  of  the  above. 

(d)  Which  of  the  following  would  not  affect  the  balance  of  retained  earnings? 

i)  Prior  period  adjustment. 

ii)  Stock  dividend. 

iii)  Stock  split. 

iv)  Gains  and  losses  of  a  company. 

(e)  During  September,  Lucy’s  Bike  Shop  has  revenue  of  $4,500  and  expenses  of  $1,600.  The 
owner  withdrew  $1,350  cash  from  the  business.  If  the  owner’s  equity  on  September  30 
was  $9,000,  the  owner’s  equity  on  September  1  must  have  been: 

i)  $10,550. 

ii)  $  6,100. 

iii)  $11,100. 

iv)  $  7,450. 
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(0  On  August  1,  1983,  Jones  Corporation  purchased  a  new  machine  on  a  deferred  pay¬ 
ment  basis.  A  down  payment  of  $1,000  was  made  and  four  monthly  installments  of 
$2,500  each  are  to  be  made  beginning  on  September  1,  1983.  The  cash  equivalent  price 
of  the  machine  was  $9,500.  Jones  incurred  and  paid  installation  costs  amounting  to 
$300.  The  amount  to  be  capitalized  as  the  cost  of  the  machine  is: 

i)  $  9,500. 

ii)  $  9,800. 

iii)  $11,000. 

iv)  $11,300. 

(g)  The  periodic  allocation  of  the  cost  of  metal  ores  and  other  materials  removed  from 
the  earth  is  called: 

i)  amortization. 

ii)  depletion. 

iii)  depreciation. 

iv)  all  of  the  above. 

v)  none  of  the  above. 

(h)  At  the  end  of  the  preceding  fiscal  year  the  usual  adjusting  entry  for  accrued  salaries 
owed  to  employees  was  inadvertently  omitted.  The  error  was  not  corrected,  but  the 
accrued  salaries  were  included  in  the  first  salary  payment  in  the  current  fiscal  year.  Which 
of  the  following  statements  is  true? 

i)  Salaries  payable  was  understated  at  the  end  of  the  preceding  fiscal  year. 

ii)  Salary  expense  was  understated  and  net  income  was  overstated  for  the  preceding 
year. 

iii)  Salary  expense  was  overstated  and  net  income  was  understated  for  the  current  year. 

iv)  All  of  the  above. 

v)  None  of  the  above. 

(i)  A  cheque  drawn  by  a  depositor  for  $259  was  recorded  in  the  cheque  register  at  $295. 
This  item  would  be  included  on  the  bank  reconciliation  as: 

i)  an  addition  to  the  balance  per  bank  statement. 

ii)  a  deduction  from  the  balance  per  bank  statement. 

iii)  an  addition  to  the  balance  per  depositor’s  records. 

iv)  a  deduction  from  the  balance  per  depositor’s  records. 

v)  none  of  the  above. 

(j)  Of  the  following  adjusting  entries,  which  one  would  cause  an  increase  in  assets  at  the 
end  of  the  period? 

i)  The  entry  to  record  the  earned  portion  of  rent  received  in  advance. 

ii)  The  entry  to  accrue  unrecorded  interest  expense. 

iii)  The  entry  to  accrue  unrecorded  interest  revenue. 

iv)  The  entry  to  record  expiration  of  prepaid  insurance. 

v)  None  of  the  above. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 
June ,  1 984 
EXAMINER'S  COMMENTS 


General 


Performance  on  this  exam  was  generally  poorer  than  in  the  previous  session, 

although  results  were  quite  good  in  some  regions. 

Specific 

Q.1  This  question  on  accounting  principles  was  fairly  well  done. 

Most  students  easily  handled  historical  cost,  full  disclosure, 
and  entity  (parts  (a),  (c),  ( d )  )  .  Part  (b),  which  involved  the 

use  of  realization  or  matching  to  determine  the  timing  of  revenue 
recognition,  turned  up  some  confusion  between  accrual  (performing 
services  over  three  years)  and  cash  basis  (collecting  a  note  given 
in  payment).  Applying  materiality  in  part  (e)  caused  the  most 
problems . 

Q.2  For  this  question  on  bond  amortization,  most  students  correctly 

made  the  initial  entry  (b)  and  identified  the  effective  interest 
method.  Few  tried  present  value  (a)  or  closing  the  unamortized 
discount  upon  retirement  (f).  Many  confused  expense  with  cash 
out  and  took  the  "price  of  $102"  to  mean  total  cash  out  was  $102. 


Q«3  Students  had  some  difficulty  determining  the  depreciable  basis 

in  both  parts  of  this  problem.  Many  did  not  clearly  indicate 
which  costs  should  be  capitalized  into  the  asset's  historical 
cost  basis  and  in  part  (b),  salvage  value  was  frequently  deducted 
(erroneously)  before  applying  the  double  declining  balance  rate. 

Although  most  calculated  straight-line  depreciation,  the  double- 
declining  balance  method  was  not  handled  well.  Many  students 
simply  doubled  their  straight-line  numbers. 

Q.4  Answers  indicated  difficulty  in  understanding  the  relationship 

that  net  income  has  to  retained  earnings  in  part  (a). 

Perhaps  because  of  provincial  institutional  differences,  some 
students  could  not  handle  the  additional  paid-in  capital  concept. 
In  addition,  they  had  difficulty  dealing  with  an  exchange  of  stock 
for  equipment,  and  the  stock  and  cash  dividend  calculations. 
Students  had  difficulty  updating  the  beginning  balances  of  share¬ 
holders'  equity  through  the  transactions  made,  and  putting  together 
the  end-of-the-period  shareholders'  equity  statement.  This  problem 
appeared  to  be  the  most  difficult  on  the  exam. 
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Q.5  In  part  (a),  students  did  not  understand  how  a  write-off  of  accounts 

receivable  affected  the  allowance  account.  They  also  had  trouble 
with  the  percentage  of  sales  method,  often  treating  the  figure 
calculated  as  the  balance  of  the  allowance  account,  rather  than 
as  an  addition. 

In  part  (b),  students  did  not  understand  that  "cost  of  goods  sold" 
was  the  cost  of  sales.  In  part  (c)  they  confused  gross  profit 
with  costs  of  goods  sold. 

Q.6  In  general,  this  question  was  handled  quite  well  with  only  systematic 

difficulty  encountered  on  part  (e).  Here,  students  were  unable 
to  take  beginning  inventory,  purchases,  ending  inventory,  and 
sales  in  order  to  correctly  determine  gross  profit  (or  cost  of 
goods  sold) . 

Q.7  On  average  this  question  was  handled  acceptably. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  101  EXAMINATION 

June,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

10  Q.l 

NOTE:  To  receive  full  marks,  there  must  be  some  discussion  of  the  concept/principle  cited. 

(2) 

(a)  Historical  cost  or  objectivity  principle. 

(2) 

(b)  Revenue  realization  or  matching  principle. 

(2) 

(c)  Full  disclosure  principle. 

(2) 

(d)  Entity  (economic  entity)  assumption. 

(2) 

(e)  Materiality  principle. 

20  Q.2 

(4) 

(a)  $100,000  x  .55839  -  $55,839 

+  5,000  x  7.360  -  36,800 

$92,639 

The  Cramer  Company  bonds  were  sold  at  a  discount  of  ($7,361  =  $100,000  -  $92,639). 

(3) 

(b)  DR  CR 

Cash  $92,639 

Discount  on  bonds  payable  7,361 

Bonds  payable  $100,000 

(3) 

(c)  The  interest  allocation  and  bond  discount  amortization  are  based  upon  the  effective 
interest  method;  this  is  evident  from  the  increasing  interest  charge.  Under  the  straight- 
line  method  the  amount  of  interest  would  have  been  $5,736.10  each  year  of  the  life 
of  the  bonds. 

(3) 

(d)  Bond  interest  expense  $4,168.50* 

Discount  on  bonds  payable  $  418.50 

Accrued  interest  payable  $3,750.00  ** 

*  (5,558  x  -?-) 

12 

**  (5,000  x  JL) 

12 

Continued 
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(3)  (e) 


DR 


CR 


Bond  interest  expense 
Accrued  interest  payable 

Discount  on  bonds  payable 
Cash 

*  ($5,558.00 -$4,168.50) 


$1,389.50* 

3,750.00 

$  139.50 


5,000.00 


(4)  (f)  Loss  on  retirement 

Bonds  payable 
Discount  on  bonds  payable 
Cash 


$  6,919.00* 

100,000.00 

$  4,919.00 

102,000.00 


*  Reacquisition  cost  $102,000 

-  NCV  of  debt  95,081 

Loss  $  6,919 


11  Q.3 

(2) 


(a) 

DR 

CR 

Machinery 

Cash  or  accounts  payable 

$110,000 

$110,000 

NOTE:  Routine  repair  and  maintenance  costs  are  expensed  as  incurred. 


Acquisition  cost:  $  95,000  purchase  price 

+  15,000  transportation  and  installation  costs* 

$110,000 

*It  is  acceptable  to  capitalize  these  costs  separately. 


(1)  (b)  Depreciation  expense 

Accumulated  depreciation  -  machinery 

*  $1 10,000 -$_5, 000  _  $io, 500/year 
10  years 


(3)  (c)  Cash 

Accumulated  depreciation-machinery 
Loss  on  sale 
Machinery 


1982 


1983 


1984 


10,500 


10,500 


'  >/2 
5,250. 
Sale 


*  Proceeds  $75,000 
-  Net  Book  Value  83,750 
Loss  $(8,750) 


$10,500 

$10,500* 


$75,000 

26,250 

8,750* 

$110,000 
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(5)  (d) 


i)  Same 

ii)  Depreciation  expense 

Accumulated  depreciation  -  machinery 


DR 


$22,000* 


CR 


$22,000 


100% 


10%  x  2  =  20% 


10  years 

NOTE:  For  declining  balance  methods,  salvage  value  is  not  used. 


$110,000  x  .2  =  $22,000 


iii)  Cash 

Accumulated  depreciation -machinery 
Gain  on  sale 
Machinery 


$75,000 

46,640* 

$  11,640** 

110,000 


*$110,000 

(22,000) 

$  88,000  Net  Book  Value  December  31,  1982  Accumulated  Depreciation 


(17,600)  $22,000 

$  70,400  Net  Book  Value  December  31,  1983  17,600 

(7,040)  Depreciation  ($14,080  x  l/i)  7,040 

$  63,360  Net  Book  Value  July  1,  1984  $46,640 


* ‘Proceeds  $75,000 

-  Net  Book  Value  63,360 
Gain  $11,640 


20  Q.4 

(1)  (a)  $90,000 


Retained  Earnings 


$15,000 


$75,000 


Beginning  balance 
Net  income 
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$103,000 


i)  Cash 

Preferred  stock  $100,000 

Paid-in  capital  in  excess  of 

par-preferred  stock  3,000 

* ($103  x  1,000) 

ii)  Equipment  $13,000* 

Common  stock  $10,000 

Paid-in  capital  in  excess  of 

par-common  stock  $  3,000 


*  Assume  that  the  stock  price  is  a  more  objective  value  for  the  transaction  than 
the  fair  market  value  of  the  equipment.  (1,000  x  $13) 


Equipment 

Common  stock 
Paid-in  capital  in 
excess  of  par  - 
common  stock 


OR 


$12,500** 

$10,000 

2,500 


*  "Assume  the  more  conservative  price  is  preferred, 

iii)  Cash  $750,000* 

Common  stock 
Paid-in  capital  in  excess  of 
par-common  stock 


$500,000 

250,000 


*  (50,000  x  $15) 

iv)  Retained  earnings  $24,160* 

(Common)  stock  dividend  distributable  $15,100 

Paid-in  capital  in  excess  of 

par-common  stock  9,060 


*  Shares 
100,000 
1,000 
50,000 

151,000 
x  ,01 

1,510  x  $16  =  $24,160 
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$15,100 


v)  (Common)  stock  dividend  distributable 
Common  stock 


vi)  Retained  earnings 

Common  dividend  payable 
Preferred  dividend  payable 

*151,000 

1,510 

152,510  x  .20  =  $30,502 

vii)  Common  dividend  payable 
Preferred  dividend  payable 

Cash 

viii)  Income  Summary 

Retained  Earnings 


$15,100 

$36,502 

$30,502* 

6,000** 


**  1,000  x  $6  =  $6,000 

$30,502 

6,000 

$36,502 

$75,000 

$75,000 


(5)  (c)  Lucky  Duck  Inc. 

Shareholders’  Equity 
As  of  December  31,  1981 

Common  stock,  $10  par  value,  250,000  shares 

authorized,  152,510  issued  $1,525,100 

Paid-in  capital  in  excess  of  par-common  stock  312,060 

6%  preferred  stock,  $100  par  value,  100,000  shares 

authorized,  1,000  issued  100,000 


Paid-in  capital  in  excess  of  par-preferred  stock  3,000 

Total  contributed  capital  $  1 ,940, 1 60 


Retained  earnings* 

89,338 

Total  shareholders’  equity 

$2,029,498 

*  Retained  Earnings 

Stock  dividend 

$24,160 

$75,000  Beginning  balance 

Cash  dividends 

36,502 

75,000  Net  income 

$89,338 

9  Q.5 

(3)  (a)  $7,000. 


Allowance  for  Uncollectible  Accounts  Receivable 

$12,000  Beginning  balance 

Accounts  receivable 
written  off  $20,000 

_  _  15,000  3%  of  gross  sales 

$7,000 


Continued. . . 
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(3) 


(b)  $64,000. 


Accounts  Receivable 


0 

Credit  sales  $234,000’ 

$170,000  Collections  on  account 

$64,000 

*  Beginning  inventory 

0 

+  Purchases** 

240,000 

Cost  of  goods  available  for  sale 

240,000 

-  Ending  inventory 

60,000 

Cost  of  goods  sold 

180,000 

1.3  x  180,000  -  234,000  sales 

**  200,000  cash  paid  for  purchases 

+  40,000  ending  balance  of  accounts  payable 

240,000 

$538,000. 

Beginning  inventory 

90,000 

+  Purchases  (Net) 

550,000  -  7,000 

Cost  of  goods  available  for  sale 

633,000 

-  Ending  inventory 

95,000 

Cost  of  goods  sold 

538,000 

NOTE:  Sales  and  sales  returns  and  allowances  are  irrelevant. 

10  Q.6  (a)  iv)  (c)  iii)  (e)  iii) 

(b)  ii)  (d)  i) 


NOTE:  2  marks  each. 

20  Q.7  (a)  ii)  (d)  iii) 

(b)  iv)  (e)  iv) 

(c)  iii)  (f)  ii) 

NOTE:  2  marks  each. 


(g)  ii)  0)  »i) 

(h)  iv) 

(i)  iii) 


100 


END  OF  SOLUTIONS 
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ECONOMICS  104  EXAMINATION 
December,  1983 


Time:  3  Hours 

NOTE:  Answer  both  questions  in  PART  I,  three  questions  in  PART  II  and  three  questions  in 
PART  III.  Do  not  answer  more  than  a  total  of  eight  questions. 

PART  I:  Answer  BOTH  questions. 

Q.  1  Briefly  define  and  contrast  five  of  the  following  pairs  of  concepts: 

(a)  tariff  and  quota 

(b)  impact  of  a  tax  and  incidence  of  a  tax 

(c)  total  revenue  and  marginal  revenue 

(d)  Gross  National  Product  and  Gross  National  Expenditure 

(e)  open  market  operations  and  moral  suasion 

(f)  change  in  demand  and  a  change  in  the  quantity  demanded 

Q.2  It  has  been  suggested  by  a  number  of  observers  that  the  Canadian  economy  could  be 
made  more  competitive  if  the  large  firms  that  dominate  many  of  our  major  industries 
were  broken  up  to  form  a  larger  number  of  smaller  firms. 

REQUIRED: 

(7)  (a)  How  might  this  suggestion,  if  implemented,  improve  the  performance  of  the 

Canadian  economy?  Explain. 

(7)  (b)  Might  the  suggestion  also  involve  a  possible  undesirable  side-effect?  Explain  . 


PART  II:Answer  THREE  questions  only. 

Q.3  “If  the  public  debt  continues  to  increase,  the  economy  will  eventually  go  bankrupt  just 
like  an  individual  that  continues  to  spend  more  than  his  income.” 

Do  you  agree?  Explain. 

Q.4  “A  country  should  only  import  those  goods  that  it  produces  at  a  higher  cost  than  they 
can  be  produced  abroad. ” 

Do  you  agree?  Explain. 

Q.5  Prescription  drugs  should  be  free  tor  every  Canadian  because  no  one  should  have  to  pay 
for  good  health.” 

Does  this  statement  make  economic  sense?  Explain  . 

Q.6  Open  market  sales  of  bonds  by  the  Bank  of  Canada  would  be  an  appropriate  policy  to 
counteract  a  deflationary  gap.” 

Do  you  agree?  Explain. 
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PART  III:  Answer  THREE  questions  only. 


1 1  Q.7  "When  economists  state  that  in  the  long  run  all  profits  are  competed  away  in  perfectly 

competitive  markets  it  is  plain  nonsense.  Without  profits,  business  firms  could  not  exist.” 

Do  you  agree?  Explain. 

11  Q.8  “A  profit  maximizing  entrepreneur  should  combine  resources  such  that  the  marginal 

physical  product  of  the  last  unit  of  each  resource  used  is  the  same.” 

Do  you  agree?  Explain. 

1 1  Q.9  “The  more  elastic  is  an  industry’s  supply  curve  the  more  likely  it  is  that  a  per  unit  excise 

tax  imposed  on  the  industry  will  be  paid  by  producers.” 


Do  you  agree?  Explain. 

11  Q.10  “A  successful  advertising  campaign  by  a  firm  with  some  monopoly  will  increase  its 

demand  for  labor  but  will  not  necessarily  cause  wages  to  rise.” 

Do  you  agree?  Explain. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ECONOMICS  104  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 


The  results  of  the  examination  were  consistent  with  previous 
examinations.  There  were  no  apparent  problems  in  interpreting  the 
questions.  Generally,  the  students  that  failed  just  seemed  to  be 
inadequately  prepared. 

While  there  did  not  appear  to  be  any  specific  weaknesses,  other 
than  overall  preparedness,  the  rather  standard  general  comments 
are  again  relevant.  A  significant  number  of  students  continue  to 
answer  of f-the-topic  to  many  questions.  It  appears  that  in  spite 
of  warnings  many  do  not  read  the  questions  carefully  before 
attempting  them.  The  questions  were  fair  and  three  hours  should 
have  been  an  adequate  length  of  time  for  the  examination. 

Although  still  leaving  much  to  be  desired,  the  standard  of  hand¬ 
writing  and  composition,  I  feel,  was  better  than  in  recent  mem¬ 
ory. 


Specific 


Q.l 


0.2 


(a)  Students  selecting  this  question  did  reasonably  well. 
Tariffs  were  well  defined,  but  some  had  difficulty  in 
defining  a  quota,  e.g.,  they  did  not  relate  it  to  im¬ 
ports  . 

(b)  Most  who  chose  this  part  did  well.  A  few  transposed 
the  meanings  of  impact  and  incidence. 

(c)  This  part  was  well  answered  by  all  but  a  small  minor¬ 
ity  associated  total  revenue  with  profits. 

(d)  There  appeared  to  be  a  general  understanding  of  GNP 
and  GNE,  although  a  significant  number  of  students 
could  not  distinguish  correctly  between  the  two  con¬ 
cepts  . 

(e)  This  part  was  reasonably  well  answered,  although  some 
did  not  associate  open  market  operations  with  monetary 
policy  but  rather  related  them  to  free  market  pro¬ 
cesses. 

(f)  This  part  was  well  answered  by  most  who  attempted  it. 
There  was  a  good  understanding  of  the  difference  be¬ 
tween  a  shift  as  opposed  to  a  movement  along  a  demand 
curve . 

(a)  Generally,  the  answers  to  this  part  were  adequate,  but 
not  much  beyond  a  minimal  answer.  Most  students  did 
not  explain  how  more  competitive  behavior  would  affect 
the  Canadian  economy's  performance,  e.g.,  the 
allocation  of  resources,,  etc. 

(b)  This  part  was  more  adequately  dealt  with  than  part 
(a).  Most  noted  that  large  firms  may  be  able  to  do 
some  socially  beneficial  things  that  small  firms  can 
not,  e.g.,  capture  economies  of  scale,  etc. 
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Q.3  This  rather  standard  question  was  reasonably  well  answered 
by  the  majority.  Students  indicated  a  good  understanding 
of  why  the  analogy  between  public  and  private  debt  is  in¬ 
appropriate,  although  few  noted  that  while  "bankruptcy"  is 
not  a  legitimate  concern,  there  may  well  be  other  legiti¬ 
mate  concerns  associated  with  a  large  public  debt. 

Q.4  This  question  was  not  particularly  well  answered.  Many  did 
not  relate  the  relative  efficiencies  governing  trade,  nor 
the  fact  that  absolute  cost  (efficiency)  has  no  relevance 
to  the  direction  of  trade. 

Q.5  Most  students  who  chose  this  question  answered  quite 
well.  The  fact  that  scarce  resources  always  implies  costs 
to  someone  or  society  in  general  was  well  understood.  Some 
carried  the  discussion  beyond  the  required  to  comment  on 
some  of  the  social  implications  related  to  the  provision 
of  medical  care. 

Q.6  This  question  was  adequately  answered.  Students  correctly 
noted  that  open  market  sales  was  the  appropriate  monetary 
policy  for  an  inflationary,  and  not  a  deflationary,  gap 
because  it  would  result  in  a  decrease  in  the  money  sup¬ 
ply.  Most  did  not  carry  their  response  beyond  this  to  pro¬ 
vide  an  explanation  of  why  a  decrease  in  the  money  supply 
would  be  the  wrong  means  of  correcting  the  stated  de¬ 
flationary  gap. 

0.7  Generally,  this  question  was  well  answered.  The  econo¬ 
mists'  use  of  the  term  "profit"  appears  to  be  well  under¬ 
stood.  Only  those  students  who  were  inadequately  prepared 
had  trouble  with  the  question. 

q.8  A  significant  number  of  students  who  chose  this  question 
did  not  address  it  directly  but  rather  confined  their  an¬ 
swers  to  rules  governing  the  purchase  of  the  correct 
amount  of  resources,  e.g.,  purchase  a  resource  up  to  the 
point  where,  for  the  last  unit  purchased,  it  has  a  VMP 
equal  to  its  price,  etc.  They  did  not  deal  with  the  omis¬ 
sion  of  any  reference  to  resource  prices  based  on  the 
"least  cost  combination"  rule. 

Q.9  Many  students  did  not  address  the  question  directly,  i.e., 
how  the  elasticity  of  the  industry  supply  curve  relates  to 
the  incidence  of  a  per  unit  excise  tax  placed  on  the  in¬ 
dustry.  They  merely  stated  that  the  incidence  depends  only 
on  the  elasticity  of  the  demand  curve  and  ignored  the  sup¬ 
ply  side  altogether. 

Q.10  This  question,  which  was  not  widely  chosen  by  students, 
was  adequately  answered.  Generally,  the  answers  correctly 
related  the  advertising  campaign  to  an  increase  in  demand 
for  the  product  and  then  to  the  demand  for  labor.  A  few 
students  confused  monopoly  power  in  product  markets  with 
monopoly  (monopsony)  power  in  resource  markets. 
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ECONOMICS  104  EXAMINATION 

December,  1983 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 

PART  I 


20  Q.l 

(4) 

(a)  A  tariff  is  a  tax  placed  on  imports  entering  or  exports  leaving  a  country  whereas  a 
quota  is  a  limit  imposed  on  the  quantity  of  goods  that  may  enter  a  country. 

(4) 

(b)  The  impact  of  a  tax  is  where  the  tax  is  initially  placed  whereas  the  incidence  is  the  final 
resting  place  of  the  tax  after  shifting. 

(4) 

(c)  Total  revenue  is  just  price  times  quantity  sold  whereas  marginal  revenue  is  the  extra 
revenue  brought  in  by  selling  an  additional  unit. 

(4) 

(d)  Gross  National  Product  is  a  measure  of  the  total  amount  of  current  production 
obtained  by  summing  up  all  of  the  factor  payments  made  whereas  Gross  National 
Expenditure  is  a  measure  of  the  total  amount  of  current  production  obtained  by 
summing  up  all  of  the  expenditures  made  to  purchase  current  produced  output. 

(4) 

(e)  Open  market  operations  are  when  the  Bank  of  Canada  buys  or  sells  bonds  on  the 
open  market  whereas  moral  suasion  occurs  when  the  Bank  meets  with  the  chartered 
banks  to  ask  for  their  co-operation. 

(4) 

(f)  A  change  in  demand  is  when  the  entire  demand  curve  shifts  whereas  a  change  in  the 
quantity  demanded  is  a  movement  along  a  given  (unshifted)  demand  curve. 

14  Q.2 

(7) 

(a)  If  implemented  the  suggestion  should  increase  competitive  behavior  as  the  smaller 
firms  would  have  less  monopoly  power  and  so  would  act  more  independently.  More 
competitive  behavior  should,  in  principle,  lower  prices,  result  in  increased  output  and 
a  better  allocation  of  resources. 

(7) 

(b)  The  possible  undesirable  side-effect  would  be  that  the  smaller  firms  may  not  be  able 
to  capture  all  of  the  economies  of  scale  that  the  larger  ones  could  because  their 
outputs  would  be  smaller.  Thus,  costs  may  be  higher  because  of  a  less  efficient  use  of 
resources. 
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PART  II: 


11 


1 1 


11 


11 


Q.3  The  statement  is  not  correct  because  it  is  based  on  the  improper  analogy  between  private 
and  public  debt.  In  a  private  debt  setting  there  is  clearly  a  debtor  and  creditor 
relationship  but  in  public  debt  we  owe  it  to  ourselves  because  debt  issued  is.  in  the  main, 
held  by  domestic  residents.  The  federal  government  could  always  pay  off  the  debt,  by 
money  creation  anyhow,  so  bankruptcy  is  not  a  relevant  concern  as  long  as  Canadian 
resources  are  productive. 

Q.4  The  statement  is  essentially  incorrect  because  it  ignores  the  Law  of  Comparative 
Advantage,  which  states  that  countries  should  import  those  goods  which  they  produce 
relatively  the  most  inefficiently.  Absolute  efficiency,  i.e.,  actual  cost,  has  nothing  to  do 
with  which  goods  a  country  should  import  (or  export). 

Q.5  The  statement  does  not  make  economic  sense  because  all  economic  activity  uses  resources 
and  so  therefore  involves  costs  to  someone.  If  prescription  drugs  were  made  “free”  it 
would  lead  to  a  greater  use  and  therefore  increase  the  total  costs  of  providing  the  service. 
People  must  always  pay  for  the  use  of  resources  whether  it  is  for  health  services  or 
anything  else. 

Q.6  Open  market  sales  of  bonds  would  lead  to  a  reduction  of  the  money  supply  which  would 
in  turn  cause  spending  to  fall.  This  would  cause  the  equilibrium  level  of  income  to  fall  and 
therefore  make  a  deflationary  gap  even  worse. 


11 


1 1 


II 


11 


PART  III: 

Q.7  While  it  is  true  that  no  firm  can  continue  to  exist  without  earning  a  normal  rate  of  return, 
a  zero  economic  profit  does  imply  that  firms  earn  such  a  “normal"  rate  of  return  because 
all  opportunity  costs  are  deducted  from  revenues  when  calculating  profit  (economic 
profit). 

Q.8  The  statement  is  not  correct  because  it  does  not  relate  to  resource  prices.  The  correct 
statement  is  that  resources  should  be  combined  such  that  the  marginal  physical  product 
of  the  last  unit  of  each  resource  divided  by  its  price  should  be  equal,  i.e.,  the  marginal 
productivity  per  last  dollar  spent  on  each  resource  should  be  the  same. 

Q.9  The  statement  is  incorrect  in  that  the  more  elastic  the  supply  curve  is  the  less  of  the  tax 
producers  will  bear  because  when  the  supply  curve  is  elastic  any  increase  in  costs  (taxes) 
will  be  easier  to  pass  on  to  consumers  by  a  reduction  in  output. 

Q.  1 0  It  is  true  that  when  a  firm  who  can  influence  the  price  of  what  it  sells  successfully  increases 
its  share  of  market  demand  the  price  it  can  charge  for  its  goods  will  increase  so  the 
marginal  revenue  product  of  a  resource  it  uses  will  increase,  i.e.,  marginal  physical 
product  multiplied  by  marginal  revenue  will  be  higher.  However,  even  though  the 
resultant  demand  for  labor  will  increase  since  the  marginal  revenue  product  of  labor  has 
increased  it  does  not  imply  that  the  price  of  labor  will  increase  unless  the  firm  affected  also 
has  some  monopsonistic  power  over  labor. 


100 


END  OF  SOLUTIONS 
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ECONOMICS  104  EXAMINATION 
June,  1984 


Time:  3  Hours 


PART  I: 

Q. 1  Briefly  define  five  of  the  following  six  pairs  of 
terms : 

(a)  progressive  and  regressive  taxes 

(b)  perfect  competition  and  oligopoly 

(c)  inflation  and  deflation 

( d)  economic  and  free  resources 

(e)  demand  and  quantity  demanded 

(f)  bank  rate  and  exchange  rate 

PART  II:  Answer  only  FOUR  questions  in  this  part. 

Briefly  explain  whether  the  following  statements  are  eco¬ 
nomically  sound  and  if  not,  why  not. 

Q.2  "With  fixed  exchange  rates,  an  increase  in  a  country's 
income  is  likely  to  cause  a  deficit  in  its  Balance  of 
Payments . " 

0.3  "If  employers  in  a  given  industry  hire  more  labor 
without  also  using  more  of  other  resources,  it  will 
cause  the  marginal  physical  product  of  labor  and  the 
total  income  of  labor  in  the  industry  to  decline." 

Q.4  "Technological  improvement  in  the  X  industry  may  well 
cause  the  price  of  X  to  increase.  The  supply  of  X  will 
increase,  which  will  initially  cause  the  price  of  X  to 
fall.  However,  this  fall  in  price  will  cause  demand  to 
increase  so  the  price  will  rise  again.  It  may  end  up 
being  higher  than  it  was  originally." 

0.5  "The  smaller  the  marginal  propensity  to  consume,  the 
less  effective  monetary  policy  tends  to  be." 

0.6  "When  a  person  writes  a  cheque  to  make  a  purchase  it 
will  cause  the  money  supply  to  decline  by  a  multiple 
of  the  bank's  lost  deposit." 
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PART  III:  Answer  BOTH  questions  in  this  part. 


8 


8 


12 


Q . 7  When  economists  discuss  inflation  they  differentiate 
between  demand-pull  and  cost-push  inflation. 

REQUIRED: 

(4)  (a)  How  do  the  symptoms  of  the  two  differ? 

(4)  (b)  What  policies  might  be  used  to  counteract  each 

type  of  inflation?  What  problem  is  likely  to  arise 
with  the  use  of  these  policies  in  the  cost-push 
case? 


Q.8  From  time  to  time  it  has  been  suggested  that  a  new 
national  marketing  board  be  set  up  for  beef  pro¬ 
ducers.  Such  a  board  would  be  the  sole  marketing 
agency  for  beef  in  the  country.  If  this  were  to  hap¬ 
pen,  explain  briefly  what  the  potential  effects  might 
be  with  respect  to  the  following: 


(3) 

(2) 

(3) 


(a) 

the 

price  of 

beef ; 

(b) 

the 

quantity 

of  beef 

produced; 

(c) 

the 

welfare 

(utility) 

of  beef  consumers. 

PART  IV:  Answer  BOTH  questions  in  this  part. 

Q.9  Assume  you  were  given  the  following  information  per¬ 
taining  to  a  competitive  firm  selling  one  product. 

i)  Price  is  $20. 

ii)  The  profit  maximizing  output  is  110  units. 

iii)  At  this  output,  total  cost  is  $3,000,  of 
which  $2,000  is  total  variable  cost. 

Under  these  conditions: 

(4)  (a)  Is  the  firm  operating  in  the  short  run  or  long 

run?  Why? 

(4)  (b)  Should  the  firm  continue  to  operate?  Why? 

(4)  (c)  Assuming  that  the  firm's'  cost  and  revenue  situa¬ 

tions  do  not  change,  what  will  happen  to  the  firm 
over  time?  Why? 
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Q.  10 


Assume  you  were  given  the  following  information 
pertaining  to  a  hypothetical  economy: 

i)  The  full  employment  level  of  income  (GNP/GNE) 
is  $500  billion. 

ii)  The  present  equilibrium  level  of  income  is 
$400  billion. 

iii)  The  marginal  propensity  to  consume  domest¬ 
ically  produced  goods  and  services  is  8/10, 
the  marginal  propensity  to  save  is  1/10,  and 
taxes  do  not  vary  automatically  with  income. 

iv)  The  Balance  of  Payments  is  initially  in 
equilibrium  with  a  fixed  exchange  rate. 

Under  these  conditions: 


(3) 

(a) 

Is 
so , 

there 

what 

an  inflationary  or  deflationary 
is  its  size? 

gap?  If 

(3) 

(b) 

By 

how 

much  and  in  which  direction 

should 

government  spending  be  changed  to  close  any  gaps 
in  part  (a)  above? 


(3)  (c)  By  how  much  and  in  which  direction  would  taxes 
have  to  be  changed  to  accomplish  the  same  goal? 

(3)  (d)  Assuming  any  gap  was  eliminated  by  a  change  in 
government  spending,  i.e.,  part  (b)  above,  what 
will  be  the  change  in  the  Balance  of  Payments,  if 
any?  Why? 


100 


END  OF  EXAMINATION 
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ECONOMICS  104  EXAMINATION 
June ,  1 984 
EXAMINER'S  COMMENTS 


General 


The  overall  results  on  the  examination  were  not  quite  as  good  as  in  recent 
sessions,  where  most  students  were  first-time  writers.  There  were  no  general 
interpretation  problems  apparent  during  the  marking.  However,  performance 
appeared  to  be  affected  by  a  lower  than  usual  level  of  preparation,  and 
the  inclusion  of  more  quantitative  questions.  The  latter  should  not  have 
been  difficult  for  students,  as  they  were  similar  in  format  to  questions 
in  the  assignments  and  examples  in  the  textbook  and  Lesson  Notes. 


Specific 


Q-1  (a) 

(b) 

(c) 

(a) 

(e) 


(f ) 


Q-2 


Q.3 


Q.4 


Q-5 


Students  who  chose  this  part  generally  did  very  well.  Some  did 
not  relate  progressively  and  regressively  to  the  proportion  of 
income  taken  -  an  essential  point. 

This  part  was  well  written.  Some  students  did  not  mention  the 
recognized  interdependence  that  is  inherent  in  oligopoly. 

This  part  was  very  well  answered. 

This  part  was  generally  well  written.  A  few  answers  did  not  define 
relative  as  opposed  to  absolute  scarcity. 

Some  students  answered  as  though  they  were  asked  to  define  a  change 
in  demand  and  a  change  in  the  quantity  demanded.  This  was  not 
the  question.  Otherwise,  this  part  was  well  answered. 

Most  students  correctly  defined  the  exchange  rates;  however  a 
significant  number  wrongly  defined  the  bank  rate  as  the  rate  of 
interest  that  chartered  banks  charge  customers. 

Generally,  this  question  was  well  answered  by  most.  A  few  simply 
stated  that  income  had  nothing  to  do  with  the  balance  of  payments, 
which  is  nonsense.  On  the  other  hand,  some  students  provided 
rather  sophisticated  answers  that  included  the  effects  of  income 
changes  on  both  imports  and  exports . 

Most  students  recognized  the  reference  to  the  "Law  of  Diminishing 
Returns".  However,  few  correctly  related  the  total  income  of 
labor  to  the  elasticity  of  demand  for  labor . 

This  question  was  not  particularly  well  answered,  given  that  it 
dealt  with  a  very  fundamental  and  elementary  point.  A  significant 
number  of  answers  did  not  distinguish  between  "a  change  in  demand" 
and  "a  change  in  the  quantity  demanded". 

This  question  was  poorly  answered,  given  that  it  was  a  straight¬ 
forward  application  of  how  monetary  policy  affects  aggregate  demand. 
Many  students  illustrated  some  knowledge  of  the  multiplier  process. 
However,  very  few  related  it  to  the  process  by  which  monetary 
policy  works;  that  is,  changes  in  interest  rates  affect  investment. 
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which  then  affects  income  through  the  multiplier  process,  which 
in  turn  depends  on  the  size  of  the  marginal  propensity  to  consume. 


2.6 

Most  answers  correctly  noted  that  when  a  cheque  is  written  against 
an  account  it  starts  a  process  of  monetary  contraction.  However, 
many  students  did  not  carry  the  process  through  to  the  effects 
of  the  recipient  depositing  the  cheques  in  another  bank  account. 

Q-7 

Generally,  the  question  was  not  well  answered. 

(a) 

Many  students  did  not  mention  the  symptoms  of  the  two  types  of 
inflation,  but  instead  attempted  to  explain  the  causes.  The  question 
did  not  ask  for  this. 

<b) 

Many  answers  suggested  that  the  government  should  give  firms  subsidies 
to  counteract  inflation,  but  did  not  mention  the  conventional 
tools  of  monetary  and  fiscal  policy. 

Q.8 

Generally,  the  answers  to  this  question  were  only  just  satisfactory. 
Many  did  not  recognize  the  monopoly  implications  of  marketing 
boards . 

(a) 

Only  about  half  the  answers  correctly  noted  a  tendency  for  prices 
to  rise. 

(b) 

Many  answers  to  this  part  were  inconsistent  with  part  (a);  for 
example,  price  goes  up  and  quantity  produced  rises. 

(o) 

Few  correctly  noted  that  consumer  welfare  would  be  adversely  affected 
because  of  the  resulting  misallocation  of  resources. 

Q.9 

This  question  was  generally  quite  well  answered. 

(a) 

Some  students  did  not  associate  the  existence  of  fixed  costs  with 
the  short  run. 

(b) 

(c) 

There  were  no  apparent  weaknesses  in  this  part. 

Some  students  stated  that  since  fixed  costs  disappeared  in  the 
long  run,  the  same  revenue  would  then  cover  all  costs.  Thus, 
they  ignored  the  fact  that  fixed  resources  would  have  to  be  replaced. 

Q.10 

This  question  was  not  well  answered,  given  that  it  was  similar 
in  format  to  some  assignment  questions. 

(a) 

While  most  students  correctly  noted  the  presence  of  a  deflationary 

(b) 

gap,  only  a  few  correctly  determined  its  magnitude. 

Most  students  correctly  noted  that  an  increase  in  government  spending 
was  in  order,  but  few  determined  the  correct  magnitude. 

(c) 

Many  students  correctly  suggested  a  tax  cut  was  required  but  did 
not  determine  its  size. 

(d) 

Only  a  minority  of  students  stated  that  the  change  in  income  caused 
by  closing  the  deflationary  gap  would  affect  the  balance  of  payments. 
Still  fewer  answers  determined  the  magnitude  of  the  effect. 
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Marks 


Time:  3  Hours 


20 


10 


PART  Is 


Q.l  (a) 


(b) 


(c) 


(d) 


(e) 


(f ) 


A  progressive  tax  is  one  where  the  proportion  of 
income  taken  by  the  tax  increases  as  income  in¬ 
creases.  A  regressive  tax  is  one  where  the  propor¬ 
tion  of  income  taken  rises  as  income  falls. 

Perfect  competition  is  a  market  structure  composed 
of  a  large  number  of  small,  independent  firms 
which  have  no  control  over  price.  Oligopoly  is  a 
market  structure  composed  of  a  few  large  firms 
acting  interdependently  with  some  monopoly  power. 
Inflation  is  an  on-going  increase  in  the  general 
price  level.  Deflation,  today,  implies  a  condition 
of  unemployed  resources,  e.g.,  capital,  labor, 
with  production  below  capacity. 

Economic  resources  are  those  that  are  scarce  rela¬ 
tive  to  the  demand  for  them.  Free  resources  are 
those  that  are  not  scarce  relative  to  the  demand 
for  them,  i.e.,  they  have  a  zero  price. 

Demand  shows  the  quantities  of  a  good  that  con¬ 
sumers  will  take  at  all  alternative  prices.  Quan¬ 
tity  demanded  shows  the  quantity  demanded  at  a 
specific  price. 

The  bank  rate  is  the  interest  rate  that  the  Bank 
of  Canada  charges  the  chartered  banks  for  ad¬ 
vances.  The  exchange  rate  is  the  price  of  one  cur¬ 
rency  in  terms  of  another. 


NOTE:  A  variation  in  wording  could  be  acceptable 

providing  the  situation  is  correctly  described. 

For  example,  the  text  states  a  regressive  tax  is 
"one  which  claims  a  lower  percentage  from  high  in¬ 
come  persons,"  whereas  the  solution  states  a  reg¬ 
ressive  tax  is  "one  where  the  proportion  of  income 
taken  rises  as  income  falls." 

In  each  case  variations,  to  a  greater  or  lesser 
extent,  are  found. 


PART  II: 

q . 2  The  statement  is  correct.  As  income  increases  imports 
of  goods  and  services  will  increase,  which  will  in¬ 
crease  autonomous  debit  transactions  without  increas¬ 
ing  autonomous  credit  transactions.  Therefore,  with  a 
fixed  exchange  rate  a  deficit  will  occur  in  the 
Balance  of  Payments. 
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q.3  Hiring  more  labor,  will  cause  the  marginal  physical 
product  of  labor  to  fall  because  of  diminishing  re¬ 
turns  as  more  labor  is  added  to  a  given  amount  of 
other  resources.  The  total  income  of  labor  in  the  in¬ 
dustry  will  decline  if  the  elasticity  of  demand  for 
labor  is  less  than  one,  i.e.,  inelastic.  If  it  is 
greater  than  one,  i.e.,  elastic,  total  income  will  in¬ 
crease.  If  it  is  equal  to  one  (unitary),  income  will 
remain  unchanged. 

Q.4  The  statement  is  incorrect.  Technological  change  will 
increase  supply  and  cause  price  to  fall  as  stated. 
However,  the  fall  in  price  will  not  cause  demand  to 
increase.  The  quantity  demanded  will  increase.  The 
price  will  not  rise  again.  The  statement  confuses  a 
change  in  demand  with  a  change  in  the  quantity 
demanded. 

Q.5  The  statement  is  correct.  Monetary  policy  works  via  a 
change  in  the  money  supply  altering  interest  rates 
which  in  turn  affects  spending.  The  change  in  spending 
then  works  through  the  multiplier  to  produce  the 
desired  effect  on  income,  e.g.,  GNP/GNE.  The  smaller 
the  marginal  propensity  to  consume,  the  smaller  the 
multiplier  will  be,  so  the  less  effect  any  change  in 
spending  resulting  from  monetary  policy  will  have  on 
income . 

Q.6  The  statement  is  incorrect.  The  cheque,  will  represent  . 
a  reduction  in  the  initial  bank's  reserves;  however, 
when  the  cheque  is  deposited  in  another  account,  e.g., 
a  retailer's,  the  other  bank  will  experience  an  in¬ 
crease  in  reserves.  These  events  fully  offset  one  an¬ 
other;  since  the  banking  system  has  not  experienced  a 
net  change  in  reserves,  there  will  not  be  any  change 
in  the  money  supply. 

PART  III: 

Q.7 

(4)  (a)  Demand-pull  inflation  is  evidenced  by  excess  de¬ 

mand,  rising  prices,  and  full  employment.  Cost- 
push  inflation  is  evidenced  by  rising  prices  and 
unemployed  resources,  i.e.,  production  at  less 
than  capacity. 
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(4)  (b)  To  counteract  demand-pull  inflation  a  tight  mone¬ 

tary  and/or  fiscal  policy  to  reduce  spending 
should  eliminate  the  inflationary  pressure  while 
retaining  full  employment.  In  the  case  of  cost- 
push  inflation  tight  monetary  and/or  fiscal  poli¬ 
cies  to  reduce  the  inflationary  pressure  will 
result  in  more  unemployment.  Also  any  attempt  to 
correct  the  unemployment  by  expansionary  policies 
would  increase  inflation.  Therefore,  supply-side 
measures  would  have  to  be  used,  e.g.,  an  income 
policy,  etc.,  to  counteract  cost-push  inflation. 

0.8 

(3)  (a)  The  price  of  beef  would  rise  because,  in  effect, 

the  marketing  board  would  have  monopoly  power  and 
would  exploit  it  by  increasing  price. 

(2)  (b)  The  quantity  of  beef  entering  the  market  would 

fall  because  monopoly  power  results  in  reduced 
output,  e.g.,  artificial  scarcity. 


(3)  (c)  Consumers  would  be  hurt  because  price  would  be 

higher,  output  lower  and  resources  misallocated, 
i.e.,  too  few  used  in  beef  production. 


PART  IV: 


12 


12 


0.9 

(4)  (a)  The  short  run  because  there  are  some  fixed  costs 

so  not  all  resources  are  variable,  as  would  be  the 
case  in  the  long  run. 

(4)  (b)  Yes,  because  it  is  covering  its  total  variable 

costs  and  would  lose  more  if  it  closed  down. 


(4)  (c)  The  firm  will  disappear  because  in  the  long  run 

all  costs  are  variable  and  must  be  covered  if  the 
firm  is  to  continue  to  operate. 


0.10 

(3) 

(3) 

(3) 


(a) 

A 

deflationary 

gap  of  $ 

(b) 

An 

increase 

in 

governme 

(c) 

A 

re  duct  ion 

of 

taxes  of 

20  billion. 

nt  spending  of  $20  billion. 
$25  billion. 


(3)  (d)  A  deficit  of  $10  billion  because  imports  will 

increase  by  this  amount  when  income  increases  by 
$100  billion. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 


LAW  108  EXAMINATION 
March,  1984 


Instructions : 


Time:  3  Hours 


1.  Read  carefully  and  follow  precisely  the  instructions 
on  the  front  of  the  examination  booklet  that  relate  to 
the  way  in  which  your  answers  are  to  be  written.  You 
must  double-space  your  answers  and  start  each  question 
(but  not  necessarily  each  part  of  the  question)  at  the 
top  of  a  page. 

2.  Do  NOT  write  your  answers  in  pencil. 


3.  List  on  the  inside  of  the  front  cover  of  the  exam¬ 
ination  booklet  the  order  in  which  the  questions  are 
answered . 

4.  Be  sure  to  leave  a  margin  to  the  left-hand  side  of  all 
your  writing. 

5.  The  examiner  will  assume  that  anything  written  on  any 
of  the  left-hand  pages  of  the  booklet  is  rough  work, 
unless  a  clear  and  specific  statement  to  the  effect 
that  such  writing  is  part  of  the  answer  is  prominently 
displayed. 

6.  You  may  assume  that  sufficient  facts  have  been  given 
in  each  problem  to  enable  you  to  answer  the  question. 
If  you  consider,  however,  that  the  facts  are  inad¬ 
equate  you  may  make  any  reasonable  assumptions  about 
any  additional  facts  that  you  believe  are  necessary. 
Be  careful  that  you  do  not  assume  facts  that  enable 
you  to  avoid  facing  the  issues  presented  by  the 
question. 


7.  Before  answering  any  question,  read  the  question  care¬ 
fully  and  determine  the  issues  that  require  discus¬ 
sion.  Your  answer  should  be  confined  to  a  discussion 
of  the  issues  that  you  have  identified  and  should  be 
concise  and  logically  presented. 


8.  Reasons  must  be  given  for  all  answers.  If  you  think 
that  a  statute  is  applicable  in  any  question,  it  is 
not  necessary  to  state  the  relevant  section  numbers. 
An  understanding  of  the  substance  of  the  statutory 
provisions  is  of  primary  importance. 
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Q.l  Explain  the  tension  that  can  arise  between  the  need 
for  courts  to  follow  the  decisions  of  earlier  courts 
and  the  need  for  the  law  to  escape  from  outmoded 
rules. 

Q.2  Imagine  that  the  firm  for  which  you  work  buys  most  of 
its  inventory  from  a  single  supplier.  Explain  why  you 
would  prefer  to  get  an  order  of  specific  performance 
rather  than  a  judgment  for  damages,  if  the  supplier 
breaches  its  contract  to  sell  the  goods  your  firm 

requires. 

15  Q.3  Angela  had  worked  for  years  as  a  housekeeper  to 

Jasper,  a  rich  bachelor.  When  Jasper  died,  he  gave,  by 
will  to  Angela,  a  painting  of  his  that  in  his  will  he 
referred  to  as  his  " A . Y .  Jackson".  Angela  took  the 

painting  and  hung  it  in  her  house.  She  never  had  it 
appraised.  She  made  no  secret  of  the  fact  that  she  had 
received  what  she  thought  was  a  very  generous  gift 
from  her  former  employer.  One  day,  Peter,  who  knew 

Angela  slightly,  asked  to  see  her  painting.  Angela 
said,  as  she  pointed  to  the  painting,  "There  it  is. 
I  have  always  believed  that  it  is  by  A.Y.  Jackson." 
Peter  then  offered  to  buy  the  painting  for  $10,000. 
Angela,  who  needed  the  money,  was  glad  to  sell  at  that 
price.  Peter  took  the  painting  and  paid  Angela  the 

price.  One  year  later  Peter  had  the  painting  apprais¬ 
ed,  found  it  was  worth  $200,  and  that,  had  it  been 
genuine,  it  would  have  been  worth  $15,000.  Can  Peter 
sue  Angela  and,  if  so,  for  how  much? 

15  Q.4  Paul  agreed  to  buy  a  custom-designed  camper  from 

Marian.  Delivery  was  to  be  made  on  April  15  when  pay¬ 
ment  would  have  to  be  made.  On  April  2,  Marian  phoned 
Paul  to  say  that  delivery  would  be  slightly  delayed 
because  she  had  had  trouble  getting  an  important 
part.  Paul,  who  had  been  worried  about  paying  for  the 
camper,  readily  accepted  the  delay.  No  specific  time 
for  delivery  was  set.  On  May  1,  Paul  phoned  Marian  to 
say  that  he  was  cancelling  the  sale  because  of  her 
late  delivery.  Marian  phoned  on  May  15  to  say  that  the 
camper  was  ready.  Is  Paul  liable  to  pay  the  price? 
Explain  your  answer. 

12  0.5  As  a  result  of  the  case  Federal  Discount  Corporation 

Ltd.  v.  St.  Pierre  (1962),  32  D.L.R.  (2d)  86,  Ontario 

Court  of  Appeal,  a  change  to  the  rights  of  a  holder  in 
due  course  in  a  credit  transaction  regarding  a  con¬ 
sumer  was  made.  How  was  this  accomplished?  Explain 
fully  the  effect  of  the  change. 
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Q.6  It  has  been  said  that  the  concept  of  agency  is  the 
basic  foundation  of  all  forms  of  business  organiza¬ 
tion.  Outline  the  features  of  the  concept  of  agency 
and  show  how  they  are  (or  are  not)  parallelled  in 
other  forms  of  business  organization. 

Q.7  Describe  any  three  of  the  following  terms  and  give  the 
purpose(s)  of  each. 


(6)  (a)  Buying  on  Margin 

(6)  (b)  Derivative  Action 

(6)  (c)  Management  Proxy  Circular 

(6)  (d)  Pre-emptive  Rights 

(6)  (e)  Insider  Trading 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


LAW  108  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

The  results  of  the  exam  indicated  that  students  either  knew  the 
material  well  or  not  at  all.  A  significant  number  did  very  well. 
The  overall  level  of  performance  appears  to  be  steadily  improving 
though  there  remains  a  large  proportion  of  students  who  have 
quite  clearly  been  unable  to  understand  the  fundamentals  of  the 
course . 

Specific 

0.1  This  question  was  answered  "adequately"  by  almost  every¬ 
one.  Most  understood  what  was  being  asked  although  in  many 
cases  the  manner  of  expressing  the  answer  was  disappoint¬ 
ing  (i.e.,  there  were  no  really  good  papers). 

Q.2  Most  answers  went  no  further  than  explaining  what  an  order 
of  specific  performance  is;  most  said  they  would  prefer  an 
order  for  specific  performance  because  the  goods  were 
probably  unique  or  there  was  only  one  supplier.  A  small 
number  discussed  the  risks  of  an  award  of  damages;  those 
who  did,  mentioned  the  difficulty  of  calculating  damages 
and,  sometimes,  the  risk  of  uncompensated  losses;  only  a 
handful  mentioned  the  problem  of  collecting  a  money  judg¬ 
ment.  Eight  of  twelve  marks  were  given  for  saying  what  an 
order  of  specific  performance  is. 

0.3  The  most  common  mark  was  probably  11  out  of  15  because 
most  students  mentioned  innocent  misrepresentation  and 
warranty,  but  their  attempts  to  explain  what  Peter  might 
recover  were  not  always  successful.  In  discussing  the 
remedy  of  warranty,  some  mentioned  one  amount  that  might 
be  recovered,  rather  than  the  choice  of  possibilities 
-  $14,800  or  $9,800.  In  discussing  the  remedy  of  misrepre¬ 
sentation,  many  students  did  not  mention  that  a  remedy  was 
no  longer  available  because  the  contract  was  executed. 
Overall  the  answers  were  disappointing  because  students 
did  not  go  all  the-  way  through  to  the  right  conclusions. 

A  great  many  made  mathematical  errors;  e.g.,  when  sub¬ 
tracting,  the  $200  appraised  value  of  the  painting  from 
the  figures  of  $15,000  and  $10,000,  students  almost  always 
arrived  at  figures  of  $13,000  and  $8,000. 
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Most  students  did  quite  well;  they  scored  a  passing  mark 
or  better.  They  discussed  the  SGA  provisions  concerning 
the  time  of  delivery  and  passing  of  title.  Most  students 
said  that  once  the  buyer  accepted  the  delay,  he  could  not 
cancel  without  reasonable  notice,  and  most  students  dis¬ 
cussed  what  might  be  considered  reasonable  notice  under 
the  circumstances.  A  significant  number  of  students  seemed 
to  be  confused  about  the  circumstances  under  which  the 
seller  could  maintain  an  action  for  the  price,  and  when  he 
would  only  be  entitled  to  claim  damages. 

Those  students  who  received  poor  marks  argued  that  because 
the  agreement  concerning  the  delay  in  delivery  was  not  in 
writing,  the  parties  were  still  bound  by  the  original 
agreement  to  deliver  on  April  15  and  thereupon  Marian  had 
breached  the  contract.  Others  said  that  because  Paul  had 
cancelled  before  Marian  had  completed  her  part  of  the  con¬ 
tract,  he  was  entitled  to  get  out  of  the  agreement  with  no 
penalty.  These  answers  received  very  few  marks. 

0.5  Students  generally  performed  poorly  on  this  question.  The 
problems  they  had  were: 

1)  not  understanding  what  a  holder  in  due  course  is  and 
what  rights  accrue  to  him 

2)  not  understanding  the  relationship  between  the  buyer, 
the  seller  and  the  holder  in  due  course  (many  confused 
the  holder  in  due  course  with  the  buyer) 

3)  not  understanding  the  significance  of  the  words  "Con¬ 
sumer  Note"  on  a  promissory  note 

4)  many  thought  that  the  effect  of  the  change  was  to  make 
the  holder  in  due  course  liable  for  the  defects  in 
merchandise  (i.e.,  the  purchaser  could  sue  the  holder 
in  due  course  and  recover  damages).  There  was,  gener¬ 
ally,  a  lot  of  confusion  in  this  question. 

Q.6  The  performance  of  students  on  this  question  was  mixed. 

Some  students  gave  a  very  good  discussion  of  the  major 
features  of  the  agency  relationship,  indicating  a  good 
grasp  of  the  subject  matter  of  the  question  and  in  par¬ 
ticular  its  importance  in  partnerships  and  corporations.  A 
signficant  proportion,  however,  failed  to  discuss  agency 
at  all  and  instead  discussed  the  differences  among  the 
three  major  forms  of  business  organization;  namely,  sole 
proprietorship,  partnership  and  corporation.  This  group 
just  did  not  answer  the  question  which  was  asked,  but 
rather  regurgitated  other  material  from  the  lesson  notes, 
and  as  a  result,  did  very  poorly. 

The  balance  of  the  group  recognized  some  of  the  features 
of  agency  -  primarily  the  fiduciary  nature  of  the  rela¬ 
tionship  and  how  it  arose  in  the  partnership  and  corporate 
situations.  These  students  received  a  passing  grade  on  the 
question  and  represented  the  largest  of  the  three  groups. 
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Q.7  This  question  was  well  done  by  most  students. 

(a)  Buying  on  Margin:  The  most  common  problem  was  in  not 

explaining  the  effect  of  leverage  on  an  investment: 
most  knew  that  it  meant  paying  part  of  the  price 

initially  and  the  balance  later,  but  did  not  go  on  to 
explain  why  that  made  the  investment  more  attractive. 

(b)  Derivative  Action:  Some  confused  this  with  the  share¬ 
holder’s  right  of  appraisal  but  most  understood  the 
nature  of  the  shareholder's  right  to  bring  a  deriva¬ 
tive  action  and  that  it  was  a  right  created  by  stat¬ 
ute  . 

(c)  Management  Proxy  Circular:  Most  common  error  was  in 

failing  to  state  that  the  purpose  of  the  circular  is 

to  solicit  proxies  in  favor  of  management. 

(  d)  Pre-emptive  Rights:  Most  students  did  very  well  on 

this  part.  A  few  confused  it  with  the  shareholder's 
right  of  appraisal. 

(e)  Insider  Trading:  This  part  was  answered  the  most  poor¬ 
ly  of  them  all.  The  problems  were  confusion  regarding 
who  insiders  were  and  what  constituted  insider  trad¬ 
ing.  Some  thought  it  referred  to  directors  having  a 
material  interest  in  a  contract  (i.e.,  conflict  of 
interest  with  the  best  interests  of  the  corporation). 
Others  thought  it  was  the  corporation  itself  trading 
in  its  own  shares,  or  trading  among  the  existing 
shareholders  of  the  corporation  (off  the  exchange). 
Many  said  it  was  illegal.  In  general,  students  did  not 
appreciate  that  insider  trading  is  permitted  albeit 
regulated  by  the  securities  commission. 


108M84 


Page  61 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


LAW  108  EXAMINATION 
March,  1984 
SUGGESTED  SOLUTIONS 
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10  Q.l  The  solution  to  this  question  requires  the  student  to 
have  read  and  understood  the  materials  on  pp.  1:8  — 

1:9  of  the  Lesson  Notes.  What  is  required  is  a  brief 
discussion  of  the  need  for  certainty  in  the  law, 
required  by  the  possible  reliance  of  the  parties,  and 
flexibility,  the  need  for  the  law  to  change  with 
changing  times. 

12  Q.2  This  question  requires  that  the  student  know  the  risks 

inherent  in  an  award  of  damages:  uncompensated  losses, 
losses  that  are  too  remote,  too  hard  to  calculate,  and 
the  ultimate  problem  of  collecting  any  money  judgment, 
that  are  largely  removed  by  an  order  of  specific  per¬ 
formance.  An  order  of  specific  performance  is  an  order 
of  the  court  that  the  promisor  do  what  the  contract 
requires  to  be  done. 

15  Q.3  The  issue  is  whether  Angela's  response  can  be  regarded 

as  an  innocent  misrepresentation,  a  warranty,  or  as 
legally  irrelevant.  (It  is  clear  that  she  is  not 
fraudulent.)  There  is  no  basis  for  arguing  that  it  is 
a  warranty;  at  most  it  is  an  innocent  misrepresenta¬ 
tion.  As  a  warranty,  Peter  could  get  $14,800  damages 
if  she  could  be  regarded  as  promising  that  the  paint¬ 
ing  was  worth  what  a  genuine  A.Y.  Jackson  would  be 

worth.  He  might  get  $9,800  so  that  he  merely  breaks 

even.  If  a  remedy  for  misrepresentation  were  avail¬ 
able,  he  would  get  his  money  back  on  returning  the 

painting.  Since  the  contract  is  executed:  the  painting 
delivered,  the  price  paid,  he  has  no  remedy  for  inno¬ 
cent  misrepresentation.  The  existence  of  any  remedy 
requires  Peter  to  have  relied  on  what  Angela  said. 
Such  reliance  seems  unreasonable  in  the  circumstances. 

15  0.4  By  agreeing  to  the  extension  Paul  gave  up  his  right  to 

insist  on  delivery  by  April  15.  (It  would,  in  any 
case,  be  an  issue  whether  any  stipulation  as  to  time 
of  delivery  was  of  the  essence  of  the  contract.)  He 

cannot  reimpose  a  deadline  without  giving  Marian  rea¬ 
sonable  notice.  He  gave  no  notice  so  Marian  is  not  in 
breach  on  May  1.  By  being  prepared  to  make  delivery  on 
May  15,  she  has  performed  her  part  of  the  bargain  and 
Paul  is  liable  for  the  price  if  property  in  the  goods 
has  passed  to  him.  If  property  has  not  passed,  Paul  is 
only  liable  for  damages. 
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Q.5  Before  the  change  a  seller  could  negotiate  a  promis¬ 
sory  note  or  post-dated  cheque  to  a  finance  company 

who  would  sue  the  consumer  on  the  note  or  cheque  as  a 
holder  in  due  course.  As  such  the  finance  company 
would  take  free  of  any  defense  that  the  consumer  might 
have  had  (for  shoddy  or  defective  goods)  if  sued  by 

the  original  seller.  The  law  was  changed  to  collapse 
the  distinction  between  seller  and  finance  company. 
The  change  was  made  by  amendments  to  the  Bills  of 
Exchange  Act. 

0.6  There  are  three  features  of  the  concept  of  agency:  the 
power  of  the  agent  to  make  contracts  on  behalf  of  his 
principal,  the  fiduciary  obligations  of  the  agent  and 
the  right  to  an  indemnity  from  his  principal.  These 
three  features  are  found  in  both  the  partnership  and 
corporations.  In  the  former,  all  partners  are  the 

agents  of  each  other  and  each  owes  the  other  a  fidu¬ 

ciary  obligation  which  imposes  an  obligation  to  act  in 
good  faith  (as,  for  example,  regards  competition)  to¬ 
wards  the  other.  A  corporation  can  only  act  through 
agents  who  are  either  employees  or  its  directors.  Both 
employees  and  especially  directors  owe  the  corporation 
a  fiduciary  obligation.  The  general  duty  of  the  prin¬ 
cipal  to  indemnify  the  agent  is  expressly  dealt  with 
by  the  CBCA  as  regards  wrongful  behavior  of  directors. 

Q.7 

(6)  (a)  Buying  on  Margin  means  buying  stocks  by  paying 

only  a  portion  of  the  total  price,  the  balance 
being  borrowed.  Its  purpose  is  to  increase 
"leverage",  a  small  gain  in  the  price  of  the  stock 
yields  a  large  return  on  the  amount  invested.  (The 
opposite  result  occurs  if  the  price  should  fall.) 

(6)  (b)  Derivative  Action.  This  is  an  action  brought  in 
the  name  of  the  corporation  by  minority 
shareholders  to  prevent  those  who  control  the 
corporation  from  threatening  the  rights  of  the 
minority  shareholders  by  harming  the  corporation. 

(6)  (c)  Management  Proxy  Circular.  This  is  a  method  of 
providing  information  to  shareholders  at  the  time 
that  management  solicits  shareholders'  proxies. 
The  CBCA  sets  out  what  is  required  to  be  included 
in  the  circular. 
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(6)  (d)  Pre-emptive  Rights.  The  right  of  an  existing 

shareholder  to  purchase  newly  issued  shares  of  the 
corporation  of  an  amount  proportional  to  the 
number  of  shares  of  the  corporation  he  now  owns.  A 
shareholder  owning  20%  of  a  corporation's  issued 
shares  would,  under  a  right  of  pre-emption,  have 
the  right  to  buy  20%  of  any  new  issue  so  that, 

after  the  new  issue  has  been  sold,  his  proportion 
of  the  issued  shares  would  remain  at  20%.  The 

purpose  of  such  a  right  is  to  preserve  the 
original  structure  of  control  of  the  corporation. 

(6  (e)  Insider  Trading.  The  trading  by  directors  and 

officers  in  their  company's  securities.  Insider 
Trading  has  no  particular  purpose  in  itself  (other 
than  the  desire  to  make  money).  What  is  signifi¬ 
cant  about  the  term  is  that  it  defines  a  certain 
kind  of  trading  on  stock  exchanges  that  is  subject 
to  extensive  control  in  the  interests  of  fairness 
to  all  investors. 


100 


END  OF  SOLUTIONS 
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LAW  108  EXAMINATION 
June,  1984 


Marks  Instructions:  Time:  3  Hours 

1.  Read  carefully  and  follow  precisely  the  instructions 
on  the  front  of  the  examination  booklet  that  relate  to 
the  way  in  which  your  answers  are  to  be  written.  You 
must  double-space  your  answers  and  start  each  question 
(but  not  necessarily  each  part  of  the  question)  at  the 
top  of  a  page. 

2.  Do  NOT  write  your  answers  in  pencil. 

3.  List  on  the  inside  of  the  front  cover  of  the  examina¬ 
tion  booklet  the  order  in  which  the  questions  are  an¬ 
swered. 

4.  Be  sure  to  leave  a  margin  to  the  left-hand  side  of  all 
your  writing. 

5.  The  examiner  will  assume  that  anything  written  on  any 
of  the  left-hand  pages  of  the  booklet  is  rough  work, 
unless  a  clear  and  specific  statement  to  the  effect 
that  such  writing  is  part  of  the  answer  is  prominently 
displayed. 

6.  You  may  assume  that  sufficient  facts  have  been  given 
in  each  problem  to  enable  you  to  answer  the  question. 
If  you  consider,  however,  that  the  facts  are  inad¬ 
equate  you  may  make  any  reasonable  assumptions  about 
any  additional  facts  that  you  believe  are  necessary. 
Be  careful  that  you  do  not  assume  facts  that  enable 
you  to  avoid  facing  the  issues  presented  by  the  ques¬ 
tion. 

7.  Before  answering  any  question,  read  the  question  care¬ 
fully  and  determine  the  issues  that  require  discus¬ 
sion.  Your  answer  should  be  confined  to  a  discussion 
of  the  issues  that  you  have  identified  and  should  be 
concise  and  logically  presented. 

8.  Reasons  must  be  given  for  all  answers.  If  you  think 
that  a  statute  is  applicable  in  any  question,  it  is 
not  necessary  to  state  the  relevant  section  numbers. 
An  understanding  of  the  substance  of  the  statutory 
provisions  is  of  primary  importance. 
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12  0.1  Outline  briefly  why  legislation  is  necessary  in  our 

society.  In  particular,  describe  what  features  of  our 
legal  system  would  not  exist  without  it  and  why  this 
would  be  so. 

15  Q . 2  Imagine  that  a  friend  has  asked  you  to  explain  why 

contracts  are  enforced.  What  would  you  say  in  response 
to  such  a  question?  You  may  use  examples  to  illustrate 
your  answer.  Consider  specifically  whether  the  dis¬ 

tinction  between  consumer  and  non-consumer  transac¬ 
tions  might  affect  your  answer. 

12  Q.3  Grace  wanted  to  have  her  backyard  landscaped  and  a 

patio  and  deck  built.  She  employed  Jason  to  do  the 

work  for  her  at  a  price  of  $15,000.  After  Jason  had 
done  one-third  of  the  work  he  refused  to  do  any  more 
as  he  had  just  obtained  a  far  better  deal  elsewhere. 
Grace  refused  to  pay  Jason  anything.  Assuming  that 
there  are  no  specific  provisions  in  the  contract 
affecting  the  case. 


(a)  on  what  basis,  if  any,  can  Jason  make  a  claim? 

(b)  if  Jason  makes  a  claim,  what  might  he  reasonably 
expect  to  be  awarded? 

15  Q .  4 

(9)  (a)  Explain  the  differences  between  the  following: 

i)  Unascertained  Goods 


ii)  Ascertained  Goods 

iii)  Specific  Goods 


(6)  (b)  What  significance  is  attached  to  each  of  the 

terms  in  part  (a),  and  in  what  circumstances  are 
they  relevant? 


7  0.5  What  does  the  word  "secured"  mean  when  we  talk  of  a 

secured  transaction?  Describe  briefly  the  nature  of 
such  a  transaction. 


6  0.6  David  agreed  to  buy  Cathy’s  car.  The  agreed  price  was 

$8,000.  Before  the  car  was  delivered  it  was  damaged  to 
the  extent  of  $500  in  a  collision.  Cathy  claimed  the 
damage  on  her  insurance  policy  that  she  had  on  the 
car.  Notwithstanding  the  damage,  David  paid  the  full 
purchase  price  when  Cathy  insisted,  in  order  to  get 
the  car.  Cathy  received  payment  of  $400  ($500  -  $100 
deductible)  from  the  insurance  company  subsequent  to 
delivery  of  the  car  to  David.  Is  she  entitled  to  keep 
the  insurance  proceeds?  Explain  your  answer. 
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Q.7  It  is  said  that  there  is  in  fact  little  difference  be¬ 
tween  a  sole  proprietorship  and  a  one-person  corpora¬ 
tion,  and  between  a  partnership  and  a  closely-held 
corporation. 

Outline  the  similarities  and  differences  between: 

(a)  a  sole  proprietorship  and  a  one-person 
corporation;  and 

(b)  a  partnership  and  a  closely-held  corporation. 

Assess  the  validity  of  the  statement  in  light  of  your 
discussion  of  the  similarities  and  differences. 

12  Q.8  Describe  briefly  the  principal  sources  of  information 

about  widely-held  corporations  that  are  available  to 
investors  under  the  legislation  governing  the  securit¬ 
ies  market. 


100  END  OF  EXAMINATION 
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LAW  108  EXAMINATION 
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EXAMINER'S  COMMENTS 


General 

The  overriding  sense  obtained  from  those  students  who  did  poorly  was  that 
they  must  inhabit  some  world  very  different  from  that  which  exists  in  Canada 
today.  These  students  appear  to  believe  that  the  law  is  all-important: 
that  without  it  society  would  disintegrate.  Their  answers  usually  implied 
that  either  legislation  preserves  order  in  society,  or  exists  solely  to 
provide  for  the  enforcement  of  contracts.  They  also  indicated  that  the 
legal  forms  of  business  organization  were  all  that  mattered,  and  that  legal 
and  accounting  forms  were  a  reflection  of  reality. 


Specific 

Q.1  This  question  was,  in  general,  well  answered.  Students  who  wrote 

that  without  legislation,  society  would  disintegrate  into  chaos 
obtained  very  few  marks.  Native  societies  in  Canada  -  to  say 
nothing  of  societies  in  general  -  have  functioned  quite  adequately 
without  legis lation . 


g.2 


Q.3 


Q.4 


The  question  was  generally  well  answered.  Very  few  students, 
however,  indicated  that  one  aspect  of  consumer  contracts  is  that 
the  value  of  enforcement  is  subordinated  to  other  values:  fairness 
and  the  prevention  of  unconscionable  conduct. 

This  question  was  answered  either  well,  or  very  poorly.  There 
was  often  curious  failure  to  relate  the  answer  for  part  (a)  to 
the  answer  for  part  (b).  After  stating  that  Jason  was  in  breach 
in  the  first  part,  a  large  number  of  students  failed  to  offer 
Grace  any  remedy  in  the  second.  If  students  would  put  themselves 
in  the  position  of  the  parties  in  the  real  world,  many  questions 
would  be  much  better  answered.  The  mysterious  phrase  "breach 
of  condition"  as  the  basis  for  an  action  keeps  cropping  up.  Jason 
may  have  "breached  a  condition",  giving  Grace  an  excuse  for  going 
elsewhere  to  find  another  contractor.  Her  right  to  sue  depends 
on  his  breach  of  contract.  It  would  be  very  much  better  if  students 
concentrated  less  on  what  they  believe  is  technical  language  and 
more  on  providing  the  correct  answer. 

This  question  was  poorly  treated  by  a  large  number  of  students. 
It  was  an  easy  question  and  required  merely  a  familiarity  with 
the  rules  for  the  passing  of  property  under  the  Sales  of  Goods 
Act .  There  were  some  very  imaginative  guesses  made  as  to  the 
meaning  of  the  terms. 
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A  surprising  number  of  students  obtained  no  marks  on  this  question. 
The  most  common  error  lay  in  not  mentioning  the  importance  and 
effect  of  registration. 

The  most  common  error  lay  in  thinking  that  David  was  in  any  way 
involved  with  the  issue.  The  only  issue  was  one  of  insurance, 
and  the  only  parties  involved  were  Cathy  and  her  insurer. 

This  question,  surprisingly,  was  badly  attempted.  Very  few  students 
evidenced  thinking  at  all  about  the  business  world  as  it  really 
exists.  To  state  that  just  because  there  is  a  corporate  form 
of  business  organization,  there  is  access  to  more  capital  than 
with  an  unincorporated  form  makes  no  sense.  To  say  that  it  is 
now  a  complex  process  to  incorporate  is  equally  without  reason: 
one  person  pointed  out  that  it  would  cost  as  much  to  have  a  partnership 
agreement  as  a  corporation.  This  statement  is  probably  correct. 
Almost  no  one  noticed  that  the  form  of  the  business  makes  no  difference 
to  the  effect  of  the  death  of  the  single  owner,  whether  that  person 
be  a  sole  proprietor  or  sole  shareholder.  The  business  will  survive 
if  someone  else  can  run  it,  and  if  that  person  can  either  buy 
(or  inherit)  the  assets  or  the  shares. 

In  this  question  as  in  questions  1  and  2,  the  air  of  unreality 
was  particularly  obvious:  it  was  as  if  students  were  completely 
blinded  by  the  legal  and  accounting  terminology  that  they  had 
learned. 

This  question  was  in  general  very  well  done.  Those  students  who 
did  badly  usually  mentioned  audited  financial  statements  as  the 
sole  source  of  information. 
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12  Q.l  An  answer  to  this  question  would  mention  the  four 
functions  of  legislation:  to  change  the  common  law,  to 
create  new  legal  concepts  and  institutions,  to  create 
boards  and  tribunals,  and  to  administer  the  society. 
The  second  part  of  the  question  requires  that  special 
mention  be  made  of  the  second  and  third  functions.  The 
reason  for  singling  out  these  two  features  is  that  the 
law  can  be  changed  by  the  courts,  though  not  neces¬ 
sarily  rapidly  or  in  the  most  desirable  direction.  The 
fourth  part  could  be  mentioned  in  this  connection  so 
that  the  first  and  second  parts  are,  in  a  sense,  com¬ 
bined.  The  point  of  the  division  of  the  question  into 
two  parts  is  to  ensure  that  students  do  more  than  sim¬ 
ply  list  the  four  functions. 

15  Q.2  Three  bases  for,  or  justifications  of,  the  enforcement 

of  promises  exist.  The  first  is  to  protect  the  reason¬ 
able  expectations  of  the  promisee,  the  person  to  whom 
the  contract  is  made.  This  may  be  regarded  as  the  en¬ 
forcement  of  a  promise  just  because  it  has  been  made 
(possibly  only  in  a  business  setting).  The  second  rea¬ 
son  is  to  protect  reliance,  the  reliance  of  the  prom¬ 
isee.  The  third  prevents  the  unjust  enrichment  of  the 
promisor,  who  may  have  obtained  a  benefit  from  the 
promisee  that  he  should  be  made  to  pay  for.  The  signi¬ 
ficance  of  the  consumer  and  non-consumer  distinction 
is  that  in  many  cases  of  consumer  contracts 
(cooling-off  period,  extra  defenses,  etc.)  the  value 
of  holding  someone  to  a  bargain  that  he  made  is 
subordinated  to  the  value  of  ensuring  fairness  in 
contracts.  (This  may  be  a  surprising  juxtaposition, 
but  the  question  should  test  whether  students  can  see 
the  connection  between  the  general  law  of  contracts 
and  the  special  position  of  consumer  contracts.  The 
contrast  is  made  in  Lesson  5  of  the  Notes.) 

12  0.3  Jason  could  get  $5,000  less  the  amount  in  excess  of 

$10,000,  if  any,  that  it  would  cost  Grace  to  have  his 
work  done  by  someone  else.  The  basis  for  his  claim 
would  be  the  possible  unjust  enrichment  of  Grace  if 
she  were  not  compelled  to  pay  something  for  what  he 
had  done. 
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(9)  (a)  i)  Unascertained  goods  is  the  phrase  used  to 
refer  to  goods  either  not  yet  in  existence  or 
part  of  which  are  the  subject  of  a  contract 
of  sale. 

ii)  Ascertained  goods  are  merely  goods  that  were 
unascertained  but  are  now  ascertained  by 
coming  into  existence  or  by  being  appropriat¬ 
ed  to  the  contract. 

iii)  Specific  goods  are  goods  identified  at  the 
time  that  the  contract  of  sale  is  made. 

(6)  (b)  The  significance  of  the  classification  is  in  the 

passing  of  property:  no  property  can  pass  in  un¬ 
ascertained  goods.  Property  in  specific  goods  in  a 
deliverable  state  passes  to  the  buyer  when  the 
parties  intend  it  to  pass.  (There  are  rules  when 
there  is  no  expressed  intention.)  Ascertaining  un¬ 
ascertained  goods  is  required  before  property  can 
pass . 

7  Q.5  The  word  "secured"  means  that  a  transaction,  say  a 

loan,  is  secured  by  the  fact  that  the  creditor  has  not 
only  the  debtor's  promise  to  pay,  but  also  the  legal 
right  to  certain  property  of  the  debtor  which  the 
creditor  may  seize  upon  default.  The  essence  of  the 
transaction  is  that  the  creditor's  rights  to  the 
property  only  arise  on  default;  until  that  event 
occurs,  the  debtor  can  use  the  property.  Various  steps 
(registration,  perfection)  have  to  be  taken  by  the 
creditor  to  protect  his  interest. 


6  Q.6  Cathy  cannot  keep  the  insurance  proceeds.  She  has  suf¬ 

fered  no  loss,  being  fully  compensated  by  receiving 
the  full  agreed  purchase  price  from  David. 


21  Q.7  The  statement  is,  in  general,  true. 

(a)  There  are  very  significant  legal  differences  between 
the  sole  proprietorship  and  the  one-person  corporation 
but,  in  practice,  these  are  of  comparatively  little 
importance.  The  death  of  the  owner  may  force  the  busi¬ 
ness  to  be  wound  up,  regardless  of  how  it  is  organ¬ 
ized.  The  owner  will  almost  certainly  have  to  give  a 
personal  guarantee  for  any  debts  of  the  corporation. 

(b)  The  same  is  true  for  the  closely-held  corporation.  A 
unanimous  shareholder  agreement  can  operate  much  like 
a  partnership  agreement  and  the  involvement  of  part¬ 
ners  and  shareholders  is  very  similar.  Again,  share¬ 
holders  are  likely  to  be  personally  liable  for  the 
corporation's  debts  through  personal  guarantees. 
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12  Q.8  The  sources  of  information  can  be  summarized  as: 

i )  Prospectus 

ii)  Disclosure  supplements  required  under  the  Secu¬ 
rities  Act. 

i i i )  Financial  statements,  annual  and  interim. 

The  disclosure  required  by  the  rules  regarding  insider 
trading  is  not,  strictly  speaking,  information  about 
the  corporation.  A  mention  of  it  will  not  cost  or  earn 
any  marks. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGERIAL  STATISTICS  203  EXAMINATION 
March,  1984 


Marks  Time:  3  Hours 

NOTE:  Show  ALL  formulas  and  calculations  used  to  obtain  the  solutions. 

ATTACHED:  Schedule  of  Equations  and  Formulas 

Standard  Normal  Probability  Distribution  Table  —  Table  1 
Student's  Probability  Distribution  Table  —  Table  2 

10  Q.  1  For  each  of  the  following  ten  statements  determine  which  word  in  the  brackets  makes 
the  statement  true.  Enter  that  word  opposite  the  statement  letter  in  your  examination 
booklet.  1  mark  for  each  correct  answer. 


(a)  If  a  probability  distribution  is  positively  skewed,  the  mean  is  (larger,  smaller)  than 
the  median. 

(b)  The  sample  proportion  is  a  statistically  (biased,  unbiased)  estimation  of  the  popu¬ 
lation  proportion. 

(c)  The  (weighted,  geometric)  mean  is  valid  for  averaging  percentage  rates  of  change 
over  time. 

(d)  The  difference  between  the  sample  statistic  and  the  population  parameter  is  called 
sampling  (bias,  error). 

(e)  The  closer  the  sample  means  are  grouped  around  the  population  mean,  the  higher 
is  the  (precision,  accuracy)  of  the  estimation  of  the  population  mean  by  the  sample 
means. 

(f)  Systematic  random  sampling  is  a  form  of  (stratified,  simple)  random  sampling. 

(g)  In  interval  estimation  the  interval  is  constructed  with  the  (population,  sample) 
mean  as  its  midpoint. 

(h)  In  surveys  (error,  bias)  is  introduced  because  not  everyone  will  respond. 

(i)  When  a  sample  is  more  than  5%  of  the  population,  the  standard  (deviation,  error)  is 
multiplied  by  the  finite  population  multiplier. 

(j)  The  sampling  distribution  approximates  the  (student's  t,  normal)  distribution 
when  the  sample  size  is  large. 

10  Q.2  There  are  600  expense  vouchers  on  a  file.  Historically,  these  expense  vouchers  have 

been  normally  distributed  with  a  mean  of  $85.00  and  a  variance  of  100.0. 

REQUIRED: 

(4)  (a)  If  a  random  sample  of  one  expense  voucher  is  drawn  from  the  file,  what  is  the 

probability  its  value  will  be  greater  than  $70.00? 

(6)  (b)  If  a  random  sample  of  36  expense  vouchers  is  drawn  from  the  file,  what  is  the 

probability  the  sample  mean  will  be  greater  than  $90.00? 
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Q.3  The  average  prices  (per  square  meter)  and  quantities  sold  (in  millions  of  square 
meters)  of  two  types  of  industrial  carpeting  for  1980  and  1982  are  as  follows: 


Carpet 

Average  Price 
($  per  square  meter) 

Quantities  Sold 
(millions  of  square  meters) 

Type 

1980 

1982 

1980 

1982 

Tufted 

$40.00 

$55.00 

25.2 

35.4 

Woven 

65.00 

85.00 

5.7 

15.9 

10 


REQUIRED: 

(8)  (a)  Using  !980as  the  base  period,  calculate  a  weighted  aggregates  price  index  for  1982 

using  the  Laspeyres  method. 

(2)  (b)  What  is  the  principal  advantage  of  the  Laspeyres  price  index  over  the  Paasche 

price  index? 

Q.4  A  one-page  advertising  copy  contains  an  error.  Two  proofreaders  review  the  copy 
independently.  In  the  past,  proofreader  A  has  caught  80%  of  such  errors,  and  proof¬ 
reader  B  has  caught  90%  of  such  errors. 

REQUIRED: 

(6)  (a)  What  is  the  probability  that  either  of  the  proofreaders  catches  the  error? 

(4)  (b)  What  is  the  probability  that  proofreader  B  catches  the  error  and  proofreader  A 

does  not? 


15  Q.5  The  manager  of  Decalshop  wishes  to  estimate  the  relationship  between  the  number  of 

decals  produced  per  order  and  the  associated  direct  labor  cost.  Seven  orders  were 
randomly  selected  and  the  following  information  obtained: 


Order  Number 

Number  of  Decals 

Direct  Labor 
Cost  per  Order 

1 

100 

2.80 

2 

80 

3.00 

3 

150 

3.40 

4 

50 

2.40 

5 

20 

1.80 

6 

200 

4.00 

7 

175 

3.80 

The  manager  has  calculated  the  following  values: 

2  XY  =  2651,  2  X2  =  112425,  2  Y2  =  67.840. 

REQUIRED: 

(7)  (a)  Calculate  the  least-squares  regression  line  (carry  at  least  4  decimal  places  in  the 

calculations). 

(1)  (b)  The  manager  has  just  received  an  order  for  100  decals.  Predict  the  direct  labor  cost 

for  this  order. 


(7)  (c)  What  is  the  90%  approximate  prediction  interval  for  the  prediction  obtained  in  part 

(b)? 
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Q.6  The  manager  of  the  local  branch  of  a  national  bank  has  claimed  that  the  number  of 
overdrawn  chequing  accounts  in  his  bank  has  increased.  Historically,  overdrawn 
chequing  accounts  averaged  6%  of  all  chequing  accounts.  The  chief  accountant  took  a 
random  sample  of  100  chequing  accounts  from  a  file  of  5,000  chequing  accounts  and 
found  10  to  be  overdrawn.  Assume  a  normally  distributed  population. 

REQUIRED: 

(3)  (a)  Is  a  one-tailed  or  a  two-tailed  test  of  significance  appropriate?  Why?  State  the  null 

and  alternative  hypotheses. 

(6)  (b)  From  the  sample  evidence  would  you  conclude  that  the  percentage  of  overdrawn 

accounts  has  increased?  Use  a  =  0.05. 

(6)  (c)  Construct  a  95%  confidence  interval  for  the  true  proportion  of  overdrawn  chequ¬ 

ing  accounts.  Does  this  interval  include  the  historical  percentage  of  overdrawn 
chequing  accounts? 

Q.7  A  random  sample  of  20  sales  invoices  was  taken  and  the  dollar  amounts  are  given 
below: 


$  5.95 
15.60 
18.45 
2.95 
9.48 


$17.40 

4.99 

6.25 

13.10 

7.35 


$  8.15 
4.29 
7.85 
10.50 
3.75 


$  3.15 
10.99 
24.95 
11.75 
1.10 


REQUIRED: 

(6)  (a)  Calculate  the  mean  and  median  for  these  data.  Why  are  these  two  measures  of 

central  tendency  not  equal? 

(5)  (b)  Construct  a  relative  frequency  distribution  from  the  data  using  5  intervals  with  the 

lower  limit  of  the  first  interval  equal  to  zero. 

(4)  (c)  Construct  a  frequency  histogram  for  these  data. 
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Q.8  The  manager  of  Stereo-Fun  wants  to  decide  whether  to  move  his  store  to  the  new 
Market  Mall,  or  to  keep  it  in  its  present  location.  Because  of  changing  economic 
conditions,  the  market  for  stereo  equipment  may  decline,  remain  the  same,  or  in¬ 
crease,  during  the  next  year.  The  manager  estimates  the  move  to  Market  Mall  will  cost 
$10,000.  Also  he  assesses  market  conditions  and  his  associated  net  profits  for  the  next 
year  under  both  alternatives  (not  including  cost  of  move)  to  be  as  follows: 


Net  Profits  ($’000) 

State  of  Market 

Probability 

Move  to 
Market  Mall 

Do  not 
Move 

Decline 

0.2 

-25. 

-10. 

Same 

0.5 

50. 

40. 

Increase 

0.3 

100. 

80. 

REQUIRED: 

(6)  (a)  Construct  the  decision  tree  for  this  problem. 

(5)  (b)  Calculate  the  expected  net  profits  for  each  alternative.  What  decision  should  the 

manager  make? 

(4)  (c)  If  the  manager  was  able  to  purchase  perfect  information  about  market  conditions 

for  the  next  year,  what  is  the  value  of  this  information? 


100 


END  OF  EXAMINATION 
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EQUATIONS  AND  FORMULAS 


n  _ 

G  M.  =  V  (x,)(x2)(x3)  .  .  .  (x„)  “1 

q3-  q, 

2 


l(x  -  x)2 

n  -  1 


u  =  np 


Z  = 


ax  =  /— 
*  \  n 


&-  =/  pq 

PVT 


Y  =  a  +  bX 
a  =  Y-  bX 


r2  =  aSY  +  bSXY-  nY2 


1 Y  -  nY 


b  = 


ixY 


Sx2 

r2  _  a2Y  +  blxY  -  nY" 
1Y2-  nY2 


Se  = 


KY-  Y)2 


n  —  2 
Z  =  x/n  -  p 


V  p(l  -  p)/n 


X  =  S(w  x  ,t) 
Iw 


-gr  (100) 
X 


P(r;n)=r!(n-U!P,q^1 
cr  =V"npq 

Z  =  1  ~  u 

<*x 

u_  =  p 
p  v 


N  -  n 


b  = 


Se  = 


Y  = 


a  =  Y 


r2=  1 


St  = 


N-  1 

IXY -nXY 


IX  -  nX' 


^Y2- 

aSY  - 

biXY 

n  —  2 

-  bx 

2(Y- 

Y)2 

M 

1 

Y)2 

'XY2- 

aSY- 

bSxY 

n  —  2 


sly/ "" 
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P(A  or  B)  =  PM)  +  P(B)  -  P(AB) 


Y  ±  ,  S„ 


N 


Vp  Q 

Laspeyres  index  =  ^  --  X  100 


N 


Paasche  index  =  v  X  100 
^r0U\ 


S  (x  -  x)2 
n  -  1 


Vn 


VJ)  Q 

Weighted  aggregates  price  index  =  1  x  100 

VQ 

Unweighted  aggregates  quantity  index  =  ~  -  X  100 

—  Oo 


P(B|j4)  =  the  probability  of  event  B,  given  that 
event  A  has  happened 


o  =  \fo*  = 


/S  (x  -  m)2 


AT 


/fU^x)2 

=  v^=v-^t 


Median  =  the  ^  j  th  item  in  a  data  array 
where:  n  =  the  number  of  items  in  the  data  array 


_  Value  of  highest  Value  of  lowest 
B  ~  observation  observation 


PC4)  =  the  probability  of  event  A  happening 


P(BM)  = 


P  (BA) 
P(A) 


P(A  |  B) 


P  (AB) 
P(B) 


P(AB)  =  P(A\B)  X  P(  B) 


PM  or  B)  =  PM)  +  P (B) 


P (AB)  =  PM)  X  P(B) 

P (BA)  =  P(S  |  A)  X  PM) 


PM  or  B)  =  the  probability  of  either  A  or  B  happening 
Interquartile  range  =  Qt  —  Q, 

Variation  of  the  Y  values  around  their  own  mean  =  £(K  —  P)2 

Variation  of  the  Y  values  around  the  regression  line  =  E(P  —  P)2 

Stated  lower  limit  +  Stated  upper  limit 
Class  mark  =  - - - 


Class  mark  = 


Stated  lower  limit  +  Stated  lower  limit  of  the  next  class 
2  ' 


Width  of 
class  intervals 


Next  unit  value  after 

largest  value  in  data  —  Smallest  value  in  data 
Total  number  of  class  intervals 
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2 

.00 

.01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

0.0 

0000 

.0040 

.0080 

.0120 

.0160 

.0199 

0239 

.0279 

.0319 

.0359 

0.1 

0398 

.0438 

.0478 

.0517 

.0557 

.0596 

0636 

.0675 

.0714 

.0753 

0.2 

.0793 

.0832 

.'0871 

.0910 

.0948 

.0987 

.1026 

.1064 

.1103 

.1141 

0.3 

.1179 

.1217 

.1255 

.1293 

.1331 

.1368 

.1406 

.1443 

.1480 

.1517 

04 

1554 

.1591 

.1628 

.1664 

.1700 

.1736 

1772 

.1808 

.1844 

.1879 

0.5 

.1915 

.1950 

.1985 

.2019 

.2054 

.2088 

.2123 

.2157 

.2190 

.2224 

06 

.2257 

.2291 

.2324 

.2357 

.2389 

.2422 

.2454 

.2486 

.2517 

.2549 

0.7 

.2580 

.2611 

.2642 

.2673 

.2704 

.2734 

.2764 

.2794 

.2823 

.2852 

0.8 

2881 

.2910 

.2939 

.2967 

.2995 

.3023 

.3051 

.3078 

.3106 

.3133 

0.9 

.3159 

.3186 

.3212 

.3238 

.3264 

.3289 

.3315 

.3340 

.3365 

.3389 

1.0 

.3413 

.3438 

.3461 

.3485 

.3508 

3531 

.3554 

.3577 

.3599 

.3621 

1.1 

.3643 

.3665 

.3686 

.3708 

.3729 

.3749 

.3770 

.3790 

.3810 

.3830 

1.2 

.3849 

.3869 

.3888 

.3907 

.3925 

.3944 

.3962 

.3980 

.3997 

.4015 

1.3 

.4032 

4049 

.4066 

.4082 

.4099 

4115 

.4131 

4147 

4162 

4177 

1.4 

4192 

.4207 

.4222 

.4236 

.4251 

.4265 

.4279 

.4292 

4306 

.4319 

1.5 

4332 

4345 

.4357 

.4370 

4382 

.4394 

.4406 

.4418 

4429 

.4441 

1.6 

4452 

4463 

.4474 

4484 

.4495 

4505 

.4515 

4525 

.4535 

4545 

1.7 

.4554 

4564 

4573 

.4582 

4591 

.4599 

.4608 

4616 

.4625 

.4633 

1.8 

.4641' 

.4649 

4656 

4664 

.4671 

.4678 

.4686 

.4693 

4699 

.4706 

1.9 

4713 

4719 

.4726 

4732 

4738 

.4744 

.4750 

.4756 

4761 

4767 

2.0 

.4772 

.4778 

.4783 

.4788 

.4793 

4798 

4803 

4808 

4812 

4817 

2.1 

4821 

.4826 

.4830 

4834 

4838 

.4842 

.4846 

4850 

4854 

.4857 

2.2 

4861 

.4864 

.4868 

.4871 

.4875 

4878 

4881 

.4884 

.4887 

.4890 

2.3 

4893 

4896 

.4898 

.4901 

4904 

.4906 

4909 

.4911 

.4913 

4916 

2.4 

4918 

.4920 

.4922 

.4925 

.4927 

4929 

4931 

.4932 

4934 

4936 

2.5 

4938 

4940 

.494] 

.4943 

4945 

4946 

4948 

.4949 

4951 

4952 

2.6 

4953 

.4955 

.4956 

.4957 

4959 

.4960 

.4961 

4962 

4963 

.4946 

2.7 

.4965 

.4966 

.4967 

.4968 

.4969 

.4970 

.4971 

.4972 

.4973 

.4974 

2.8 

4974 

.4975 

.4976 

.4977 

4977 

.4978 

.4979 

.4979 

.4980 

.4981 

2.9 

4§S1 

.4982 

.4982 

.4983 

.4984 

.4984 

.4985 

4985 

4986 

.4986 

3.0 

.4987 

.4987 

.4987 

.4988 

.4988 

4989 

.4989 

4989 

.4990 

4990 

Area  in  both  tails  combined 

Degrees  of 
freedom 

.10 

.05  .02 

.01 

1 

6.314 

12.706 

31.821 

63.657 

2 

2.920 

4.303 

6.965 

9.925 

3 

2.353 

3.182 

4.541 

5.841 

4 

2.132 

2.776 

3.747 

4  604 

5 

2.015 

2.571 

3.365 

4  032 

6 

1.943 

2.447 

3.143 

3.707 

7 

1.895 

2.365 

2.998 

3.499 

8 

1.860 

2.306 

2.896 

3.355 

9 

1.833 

2.262 

2.821 

3.250 

10 

1.812 

2.228 

2.764 

3.169 

11 

1.796 

2.201 

2.718 

3.106 

12 

1.782 

2.179 

2.681 

3.055 

13 

1.771 

2.160 

2.650 

3.012 

14 

1.761 

2  145 

2.624 

2.977 

15 

1.753 

2.131 

2  602 

2.947 

16 

1.746 

2.120 

2.583 

2.921 

17 

1.740 

2.110 

2.567 

2.898 

18 

1.734 

2.101 

2.552 

2.878 

19 

1.729 

2.093 

2.5.39 

2.861 

20 

1.725 

2.086 

2.528 

2.645 

21 

1.721 

2.080 

2.518 

2.831 

22 

1.717 

2.074 

2.508 

2.819 

23 

1.714 

2.069 

2.500 

2  807 

24 

1.711 

2.064 

2.492 

2.797 

25 

1.708 

2.060 

2.485 

2  787 

26 

1.706 

2.056 

2.479 

2.779 

27 

1.703 

2.052 

2.473 

2.771 

28 

1.701 

2.048 

2.467 

2  763 

29 

1.699 

2.045 

2.462 

2.756 

30 

1  697 

2.042 

2.457 

2.750 

40 

1.684 

2  021 

2  423 

2.704 

60 

1.671 

2.000 

2.390 

2.660 

120 

1.658 

1.980 

2.358 

2.617 

xmal  Distribution 

1  645 

1.960 

2.326 

2.576 

TABLE  1 
Standard  Normal 
Probability 
Distribution 


TABLE  2 
t  Distribution 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


General 

MANAGERIAL  STATISTICS  203  EXAMINATION 

March,  1984 

EXAMINER'S  COMMENTS 

Students  made  many  calculation  errors,  many  of  which  could  have 
been  avoided  if  some  thought  had  been  given  to  what  the  result 
should  be. 

Specific 

Q.l  Most  often  correct:  (b),  (c),  (d),  (j). 

Most  often  incorrect:  (a),  (g),  (h),  (i). 


Q . 2  (a) 

Many  students  assumed  o^  =  100  was  the  standard  devia¬ 
tion  and  failed  to  take  the  square  root.  Some  students 
wrote  P(Z>70)  instead  of  P(X>70)  and  many  failed  to 
make  this  or  an  equivalent  final  statement. 

(b) 

Many  students  failed  to  use  the  FPM  and  some  multi¬ 
plied  Z  by  the  FPM  instead  of  ox.  Also,  the  statements 
P(X>90)  and  P(Z>90)  were  made. 

0.3  (a) 

Most  frequent  errors  were  failure  to  state  the  base 
year  index  and  the  year  of  the  calculated  index.  There 
were  many  calculation  errors. 

(b) 

More  than  half  of  the  students  got  this  part  totally 
wrong . 

Q.4  (a) 

Failure  to  use  a  correct  formula  (there  are  more  ways 
than  one  to  solve  the  problem)  resulted  in  wrong 
answers.  The  joint  probability  P(AB),  was  often  wrong. 

(b) 

This  part  was  very  often  wrong  because  students  did 
not  recognize  the  joint  probability. 

0.5  (a) 

Some  students  used  the  wrong  formulas  for  "a"  and  “b". 

(b) 

There  were  few  errors  in  this  part. 

(c) 

Most  students  who  got  a  negative  value  for  S02  failed 
to  remember  that  this  is  impossible.  The  negative  sign 
indicates  that  an  error  has  been  made.  Often  the  pre¬ 
diction  interval  was  not  stated. 

Q • 6  (a) 

Most  students  agreed  that  a  one-tailed  test  was  to  be 
used,  but  many  stated  the  null  and  alternative  hypoth¬ 
eses  incorrectly. 

(b) 

Some  students  calculated  Op  incorrectly,  and  some  came 
to  the  wrong  conclusion  for  the  statistical  tests  they 
made . 
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(c)  Some  students  used  p  =  0.06  instead  of  x/n=  0.10  to 
calculate  the  confidence  interval,  and  many  did  not 
state  the  interval. 

Q.7  (a)  Many  students  could  not  answer  the  question  as  to  why 

the  mean  and  median  were  not  equal. 

(b)  Most  frequent  error  was  missing  headings.  Also,  some 
students  omitted  the  ".00"  for  the  lower  class  limits. 

(c)  Most  frequent  errors:  labels  missing,  use  of  relative 
frequency  instead  of  frequency,  errors  in  stating  the 
intervals . 

Q.8  (a)  Very  often  the  cost  of  moving  was  omitted  from  the 

decision  tree. 

(b)  This  part  was  plagued  with  calculation  errors.  Often 
the  cost  of  the  move  was  not  taken  into  account. 

(c)  A  very  large  majority  of  the  students  had  no  idea  how 
to  do  this  part. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


MANAGERIAL  STATISTICS  203  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Marks  Time:  3  Hours 

10  Q.l  (a)  larger 

(b)  unbiased 

(c)  geometric 

(d)  error 

(e)  precision 

(f)  simple 

(g)  sample 

(h)  bias 

(i)  error 
0)  normal 

NOTE:  1  mark  each  to  a  maximum  of  10  marks. 


10 

Q.2 

(a)  Given:  N  = 

600,  /x  =  $85.00,  a2  =  100.0 

(2) 

z  =  x  —  m 

=  70.0-85.0  =  -15  =  <m 

(J 

V  100  10 

(2) 

P  <Z>  -1.5) 

=  .5000  +  .4332  =  .9332 

P(X>  70.00)  =  .9332 
(b)  Calculate 

(2)  <Tx  =  /N  -  n  =  jo_  /  600  -  36  =  10  /564 

\T  v  N  -  1  y/  36  v  600  —  1  6  v  599 

=  (1.6667X.9703)  =  1.617 

(2)  Z  =X  -  u  =  90.0  -  85.0  =  5  =  3.09 

o-x  1.617  1.617 

(2)  P  (Z>  3.09)  =  .5000  -  .4990  =  .0010 

.-.  P  (x>  90.00)  =  .0010 

10  Q.3  (a)  Laspeyres  price  index 


(6) 

Po 

P, 

Qo 

Po  Qo 

Pi  Qo 

Tufted  40 

55 

25.2 

1008.0 

1386.0 

Woven  65 

85 

5.7 

370.5 

484.5 

1378.5 

1870.5 

(2) 

Pi  980  =  100  0 

P|98?  =  2  Pi 

Qo  v 

100  = 

1870.5  v 

100  = 

2  P0 

Qo 

1378.5 

(2)  (b)  The  principal  advantage  of  the  Laspeyres  price  index  over  the  Paasche  price  index 

is  that  period  to  period  price  comparisons  may  be  made  since  the  weights  (quan¬ 
tities)  are  constant. 
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Q.4  Given:  P(A)  =  .80,  P(B)  =  .90 


(6)  (a)  P  (either  catch  error)  =  1  -  (1  -  P(A))  (1  -  P(B)) 

=  1  -  (1  -  ,80)(1  -  .90) 

=  1  -  (,20)(.  10)  =  ,98_ 

(4)  (b)  P  (B  catches  error  and  A  does  not)  =  (P(B))  (1  —  P(A)) 

=  (,90)(1  -  80) 

=  (.90)(.20)  =  08 

15  Q  5  Given:  2XY  =  2651,  IX2  =  112425,  IY2  =  67.840 
(a)  Calculate  X  and  Y 

0)  X  =  SX  =  775  =110,7143 

V  1 

0)  Y  =  2Y  =  2L2  =  3.0286 

V  7 

(3)  b  =  2  X Y  -  t;  XY  =  2651  -  7  (110.7143)  (3.0286) 

2X2-r;X2  112425  —  7  (110.7143)2 

=  2651  -  2347.1653  =  303.8347 

112425  -  85803.5936  26621.4064 

=  0.0114132 - -0.0114 

(1)  a  =  Y  -  bX  =  3.0286  -  0.0114  (110.7143) 

=  3.0286  -  1.2621  =  1.7665 

(1)  The  regression  line  is  Y  =  1.7665  +  0.0114X 

(1)  (b)  Predict  Y  for  X  =  100 

Y  =  1.7665  +  0.0114(100) 

=  1.7665  +  1.14 

=  2.9064  - -  T9! 


Continued . . . 
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(c)  Calculate  the  standard  error  of  estimate 


(3)  Se  =  JX  Y2  -  al  Y  -  bS  XY 
V  ~  2 

=  /  67.840  -  1.7665  (21.2)  -  0.0114  (265TT 
7-2 


./  67.840 


37.4498  -  30.2214 


=  ,  / 67.840  -  67.6712  -  ,/ 0.1688 
5  V  5 


=  V  0.03376 
=  0.1837 

(2)  The  value  of  t  for  n-2  degrees  of  freedom  with  a  =  0.10  and  n  =  7,  is  2.015. 

(1)  Y  ±  tSe  =  2.91  ±  2.015  (0.1837) 

=  2.91  ±  0.37 

(1)  The  prediction  interval  is  $2,54  to  $3.28. 


15  Q.6 

(3)  (a)  A  one-tailed  test  is  appropriate  because  the  manager  is  concerned  about  over¬ 

drawn  accounts  having  increased. 

H0  :  p  =  6%  Null  Hypothesis 

H[  :  p>  6%  Alternative  Hypothesis 

(b)  Calculate  °-p 

(T  SS  . 


(2) 

(1) 

(2) 


P-U  -p)  =  /fr06)T?4)  = 

v  v  ioo 


0.0564 

100 


0.02375 


Z  for  a  =  0.05  and  a  one-tailed  test  Z.05  =  1 .645. 
Z  =  X/t?  -  p  =  10/100  -  0.06  -  0.10  -  0  06 


=  0.04 

0.02375 


0.02375 

1.684 


0.02375 


Because  Z>Z  05,  we  conclude  that  the  percentage  of  overdrawn  accounts  has 
creased. 


Continued . . . 
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(1) 

(1) 


(c)  95%  confidence  interval 


'.025 


(2) 


X/tj  ±  Z  <7p 


1.96 

=  vlOL  =  \/  (.10X.90)  =  0.03 

T)  100 

=  10/100  ±  1.96  (0.03) 
0.10  ±  0.0588 


=  0.10  ±  0.059 
(1)  The  95%  confidence  interval  0.041  to  0,159, 

(1)  Yes,  this  interval  includes  the  historical  percentage  of  overdrawn  accounts. 

15  Q.7  (a)  The  data  arrayed  are: 

(2) 


(2) 

(1) 

(1) 


$  1.10 

$  4.99 

$  8.15 

$13.10 

2.95 

5.95 

9.48 

15.60 

3.15 

6.25 

10.50 

17.40 

3.75 

7.35 

10.99 

18.45 

4.29 

7.85 

11.75 

24.95 

X  =  188.00/20  =  $9.40 
Median  =  (7.85  +  8. 15)/2  =  $8.00 

The  mean  and  the  median  are  not  equal  because  the  data  are  skewed  positively, 
caused  mainly  by  the  large  number,  24.95. 


(5)  (b) 


Sales 

Frequency 

Relative 

Frequency 

>  0  -  $  4.99 

6 

.30 

5.00  -  9.99 

6 

.30 

10.00-  14.99 

4 

.20 

15.00-  19.99 

3 

.15 

20.00  -  24.99 

1 

.05 

20 

1.00 

(4)  (c)  Frequency  Histogram 

6, _ 


>, 

C J 

c 

a> 

3 

O" 

K 

u. 


0 

5.00 

10.00 

15.00 

20.00 

to 

to 

to 

to 

to 

4.99 

9.99 

14.99 

19.99 

24.99 

Sales  ($) 
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Q.8 

(6) 


(a)  Decision  tree: 


Market  Increases 


(.3) 


Net 

Profits 

$100,000 
$  50,000 
$-25,000 

$  80,000 
$  40,000 
$-10,000 


(b)  Move  to  Mall: 

(2)  Expected  net  profits:  =  $100,000  (.3)  +  $50,000  (.5) 

-$25,000  (.2)  -  $10,000 
=  $30,000  +  $25,000  -  $5,000  -  $10,000 
=  $40,000 

Do  not  move: 

(2)  Expected  net  profits:  =  $80,000  (.3)  +  $40,000  (.5) 

-$10,000  (.2) 

=  $24,000  +  $20,000  -  $2,000 
=  $42,000 

(1)  The  manager  should  not  move  his  store  to  the  Market  Mall  because  his  expected 

net  profits  are  higher  at  the  present  location. 

(c)  Expected  net  profits  under  uncertainty 

=  expected  net  profits  (do  not  move)  =  $42,000 


(3)  Expected  net  profits  under  certainty  = 

$(  100,000  -  $10,000)  (.3)+  $(50,000  -  $10,000)  (.5)  -  $10,000  (.2) 

=  $27,000  +  20,000  -  2,000  =  $45,000 

(1)  EVPI  =  $45,000  -  $42,000  =  $3,000 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 


10  Q 


MANAGERIAL  STATISTICS  203  EXAMINATION 
June,  1984 


Time:  3  Hours 

NOTE:  Show  ALL  formulas  and  calculations  used  to  obtain  the  solutions. 

ATTACHED:  Schedule  of  Equations  and  Formulas 

Standard  Normal  Probability  Distribution  Table  —  Table  I 
Student's  Probability  Distribution  Table  —  Table  2 

.  1  For  each  of  the  following  ten  statements  determine  which  word  in  the  brackets  makes 

the  statement  true.  Enter  that  word  opposite  the  statement  letter  in  your  examination 

booklet.  1  mark  for  each  correct  answer. 

(a)  The  measure  of  dispersion  which  is  (affected,  unaffected)  by  extremely  large  or 
small  values  in  the  data  set  is  the  quartile  deviation. 

(b)  The  standard  error  of  estimate  (can,  cannot)  be  negative. 

(c)  The  proportion  of  the  total  variation  in  the  dependent  variable  Y  which  is  ex¬ 
plained  by  the  regression  line  is  indicated  by  the  coefficient  of  (correlation, 
determination). 

(d)  Seasonal  variation  is  defined  as  repetitive  and  predictable  movement  around  the 
trend  line  for  periods  (shorter,  longer)  than  a  year. 

(e)  One  characteristic  of  the  Laspeyres  method  is  that  in  holding  quantities  to  the 
same  base  period  we  are  (able,  unable)  to  compare  the  computed  indices  for  two  or 
more  periods. 

(f)  A  measure  of  relative  variability  of  data  is  the  coefficient  of  (correlation,  varia¬ 
tion). 

A 

(g)  For  the  regression  equation  Y  =  10.0  -  0.5x  the  coefficient  of  correlation  is 
(positive,  negative). 

(h)  In  order  that  a  sample  be  an  accurate  representation  of  the  population  from  which 
it  was  drawn,  it  must  be  free  of  (bias,  error). 

(i)  A  histogram  shows  each  class  in  the  distribution  (more,  less)  clearly  than  a 
frequency  polygon. 

(j)  In  linear  regression  analysis  the  interpretation  of  the  coefficient  of  determination 
is  based  upon  the  assumption  of  normally  distributed  Y  values  with  equal  (means, 
variances). 
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Q.2  The  following  data  show  the  annual  production  (in  thousands  of  units)  of  automotive 
batteries  produced  by  a  factory  for  the  period  1976  to  1982. 


Year 

Batteries  Produced 
(’000) 

1976 

42.1 

1977 

47.4 

1978 

45.2 

1979 

41.3 

1980 

38.3 

1981 

43.8 

1982 

43.9 

10 


10 


The  years  were  coded  with  1979  =  0,  and  the  following  values  were  calculated: 
SxY  =  -8.7;  2x2  =  28.0;  SY2  =  13080.44. 

REQUIRED: 

(5)  (a)  Calculate  the  trend  line  for  the  battery  production  and  state  the  origin.  (Carry  at 

least  4  decimal  places  in  the  calculations.) 

(5)  (b)  What  percentage  of  the  variation  in  the  number  of  batteries  produced  is  explained 

by  the  trend  line? 

Q.3  A  door-to-door  brush  salesman  makes  a  sale  on  the  first  call  60%  of  the  time.  The 
salesman  is  prepared  to  make  up  to  2  subsequent  calls  on  a  prospect,  but  the  probabil¬ 
ity  of  making  a  sale  drops  by  10%  for  each  subsequent  call. 

REQUIRED: 

(4)  (a)  What  is  the  probability  that  exactly  2  calls  are  required  to  make  a  sale  to  a 

prospect? 

(6)  (b)  What  is  the  probability  of  making  a  sale  to  a  prospect? 

Q  .4  The  financial  manager  is  concerned  about  the  increasing  cost  of  traveling  expenses  for 
the  company  employees.  He  claims  the  average  travel  expense  voucher  has  increased 
to  $500.  The  company’s  accountant  takes  a  random  sample  of  25  travel  expense 
vouchers  from  a  file  of  600  recent  vouchers  and  calculates  the  mean  to  be  $481.50  with 
a  standard  deviation  of  $55.50.  Assume  a  normally  distributed  population. 

REQUIRED: 

(3 )  (a)  Should  a  one-tailed  ora  two-tailed  test  of  significance  be  used  to  test  the  manager's 

claim?  Explain  why.  State  the  null  and  alternative  hypotheses. 

(7)  (b)  From  the  information  provided  by  the  sample  would  you  conclude  that  the 

financial  manager's  claim  is  correct?  Use  a  =  0.05. 
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Q.5  The  credit  manager  of  a  department  store  requires  some  information  about  the  size 
and  distribution  of  monthly  payments  due  from  credit  customers.  She  takes  a  random 
sample  of  12  credit  customer  accounts  at  the  end  of  a  month  and  determines  the 
following  payments  are  due: 


SI  1 .23  $40.59  $66.80 

30.70  60.56  28.24 

54.05  48.95  46.89 

20.21  34.63  37.15 


REQUIRED: 

(7)  (a)  Calculate  the  mean ,  median  and  standard  deviation  of  the  monthly  payments  due . 

(4)  (b)  Construct  a  relative  frequency  distribution,  using  3  intervals,  with  the  lower  limit 

of  the  first  interval  equal  to  $10.00. 

(4)  (c)  Construct  the  relative  frequency  polygon  for  these  data. 

15  Q.6  Computronics  sells,  as  optional  software  for  its  line  of  microcomputers,  an  integrated 

graphics  and  word  processing  program.  The  chief  accountant,  in  an  audit  of  the 
company's  microcomputer  sales,  takes  a  random  sample  of  100  sales  invoices  from  a 
file  of  5,000  recent  sales  invoices,  and  finds  that  60%  of  buyers  of  the  micro-computers 
also  purchased  the  integrated  program.  Assume  a  normally  distributed  population. 

REQUIRED: 

(6)  (a)  What  is  the  probability  that  fewer  than  2  out  of  5  purchasers  of  the  Computronics 

microcomputer  will  also  buy  the  integrated  program? 

(5)  (b)  What  is  the  probability  that  the  integrated  program  is  sold  with  70%  or  more  of  the 

microcomputers? 

(4)  (c)  Calculate  the  90%  confidence  interval  for  the  true  proportion  of  buyers  of  Com¬ 

putronics  microcomputers  who  also  buy  the  integrated  program. 
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Q.7  The  management  team  of  Bradbum  Industries  Ltd.  is  trying  to  decide  whether  to  build 
a  large,  medium  or  small  plant  at  a  new  location.  Demand  for  the  company's  product  in 
the  new  location  is  uncertain,  but  the  marketing  manager  has  assigned  the  prob¬ 
abilities  listed  in  the  table  below  to  three  levels  of  possible  demand.  The  table  also 
shows  conditional  profits,  in  millions  of  dollars,  for  each  plant  size  and  level  of 
demand. 


Demand  for  Product 

Probability 

Large 

Plant  Size 
Medium 

Small 

High 

.30 

7.4 

6.2 

4.5 

Moderate 

.50 

2.1 

3.6 

2.5 

Low 

.20 

-1.8 

0 

1.7 

REQUIRED: 

(6)  (a)  Construct  the  conditional  loss  table  for  this  problem. 

(7)  (b)  Construct  the  expected  loss  table.  What  size  of  plant  should  be  built?  Why? 

(2)  (c)  Suppose,  prior  to  building  a  plant  in  the  new  location,  the  company  wishes  to  have 

a  market  survey  conducted  to  obtain  more  information  about  demand  for  the 
company’s  product.  What  is  the  maximum  value  of  such  information  to  the 
company? 

Q.8  A  bank  manager  wishes  to  estimate  the  average  savings  account  balance.  You,  the 
bank’s  accountant,  take  a  sample  of  100  accounts  from  a  file  of  20,000  savings 
accounts  and  calculate  the  mean  account  balance  to  be  $473.25  with  a  variance  of 
11,449.0. 

REQUIRED: 

(5)  (a)  Calculate  the  95%  confidence  interval  for  the  true  population  mean  savings  ac¬ 

count  balance. 

(6)  (b)  When  you  present  this  information  to  the  manager  he  says  it  is  not  good  enough. 

He  wishes  to  estimate  the  mean  savings  account  balance  to  within  $10.00  of  the 
population  mean  with  98%  confidence.  What  sample  size  is  necessary? 

(4)  (c)  Calculate  the  98%  confidence  interval  using  the  sample  size  as  determined  in  part 

(b).  Use  x  =  473.25. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


EQUATIONS  AND  FORMULAS 


n _ 

G  M.  =  V  (x,)(x2)(x3)  .  .  .  (x„)  ~  1 

Q3-  Qi 

2 


i(x  -  x)2 
n  —  1 


u  =  np 


Z  = 


\  " 


c r_ 
P 


PI 

n 


Y  =  a  +  bX 
a  =Y-  bX 

r2  -  a2Y  +  b2XY  —  nY2 


2Y  -  nY 


b  = 


2x2 


r2  =  aZY  +  bZxY  -  nY 
ZY2-  nY2 


Se 


/X(Y  —  Y)2 
V  n  -  2 


Z  =  x/n  -  p 
V  p(l  -  p)/n 


-5-  _  2(>v  x  x) 

2^ 


4- (too) 

x 


P(r;n)  = 


n! 


r!  (n —  r) ! 


prqf 


cr  =  V  npq 


/  N-  n 

V  N  -  1 

b  =  2XY -nXY 
2X2-  nX2 

S  =  /ZY2-  a2Y  -  b2XY 
'  V  n-  2 

Y  =  a  +  bx 


a  = 


Y 


r2=  1- 


2(Y-  Y)2 
2(Y  -  Y)2 


Sc 


a2Y  -  b2xY 
n  —  2 
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Y  ±  i  S„ 


P (A  or  B)  =  P(A)  +  P(B)  -  P(AB) 


V-  = 


N 


Laspeyres  index  =  °  X  100 

-"oQo 


.  S  (x  -  /x)2 
AT 

S  (x  -  xY 
n  -  1 


'  A 


Paasche  index  = 


Hrr  *  100 

ZP0Qt 


Weighted  aggregates  price  index  =  X  100 

2-r0(J 

10 

Unweighted  aggregates  quantity  index  =  — —  X  100 

—  VO 


P(B|^4)  =  the  probability  of  event  B,  given  that 
event  A  has  happened 


a  =  Vo*  =  . 


s  =  V-s 


:  (x  -  M)2 


N 


fZ(x  -  x)2 

n  -  1 


Median  =  the  ^  j  th  item  in  a  data  array 
where:  n  =  the  number  of  items  in  the  data  array 


_  Value  of  highest  Value  of  lowest 
®  —  observation  observation 


P04)  =  the  probability  of  event  A  happening 


b  = 


y,-y, 

Xi-Xt 


P(B|/t)  = 


P  (BA) 
P  (A) 


P (A  |  B) 


P(AB) 
P  (B) 


P (AB)  =  P{A  |B)  X  P( B) 


P(A  or  B)  =  P(A)  +  P(B) 


P(AB)  =  P(A)  X  P(B) 
P(BA)  =  P(B  |  A)  X  P(A) 


P (A  or  B)  =  the  probability  of  either  A  or  B  happening 
Interquartile  range  =  Q3  —  Q, 


Variation  of  the  Y  values  around  their  own  mean  =  S(Y  —  Y )! 

Variation  of  the  Y  values  around  the  regression  line  =  S(Y  —  Y)! 

Stated  lower  limit  +  Stated  upper  limit 
Class  mark  =  - - - 

Stated  lower  limit  +  Stated  lower  limit  of  the  next  class 
Class  mark= - - - 


Width  of 
class  intervals 


Next  unit  value  after 

largpst  value  in  data  —  Smallest  value  in  data 
Total  number  of  class  intervals 
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z 

.00 

.01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

TABLE  1 
Standard  Normal 

0.0 

.0000 

0040 

.0080 

.0120 

.0160 

.0199 

.0239 

.0279 

.0315 

.0359 

Probability 

0.1 

.0398 

.0438 

.0478 

.0517 

0557 

.0596 

0636 

0675 

.0714 

.0753 

Distribution 

0.2 

.0793 

.0832 

.'0871 

.0910 

.0948 

.0987 

.1026 

.1064 

.1103 

.1141 

0.3 

.1179 

.1217 

.1255 

.1293 

.1331 

.1368 

1406 

.1443 

.1480 

.1517 

04 

.1554 

.1591 

.1628 

.1664 

.1700 

.1736 

.1772 

.1808 

.1844 

.1879 

0.5 

.1915 

.1950 

1985 

.2019 

.2054 

.2088 

.2123 

.2157 

.2190 

.2224 

06 

.2257 

2291 

.2324 

.2357 

.2389 

.2422 

.2454 

.2486 

.2517 

.2545 

0.7 

.2580 

.2611 

.2642 

.2673 

.2704 

.2734 

.2764 

.2794 

.2823 

.2852 

0.8 

.2881 

.2910 

.2939 

.2967 

.2995 

.3023 

.3051 

.3078 

.3106 

.3133 

0.9 

.3159 

.3186 

.3212 

.3238 

.3264 

.3289 

.3315 

.3340 

.3365 

.3389 

1.0 

.3413 

.3438 

.3461 

.3485 

.3508 

-353 1 

.3554 

.3577 

.3599 

.3621 

1.1 

.3643 

.3665 

.3686 

.3708 

.3729 

.3749 

.3770 

.3790 

.3810 

.3830 

1.2 

.3849 

.3869 

.3888 

.3907 

.3925 

.3944 

.3962 

.3980 

.3997 

.4015 

1.3 

.4032 

.4049 

.4066 

.4082 

.4099 

4115 

.4131 

4147 

4162 

.4177 

1.4 

.4192 

.4207 

.4222 

4236 

.4251 

.4265 

.4279 

.4292 

.4306 

.4319 

1.5 

4332 

.4345 

.4357 

4370 

4382 

.4394 

.4406 

.4418 

.4429 

4441 

1.6 

.4452 

.4463 

.4474 

4484 

.4495 

4505 

.4515 

.4525 

.4535 

.4545 

1.7 

.4554 

4564 

4573 

.4582 

.4591 

.4599 

.4608 

.4616 

.4625 

.4633 

1.8 

.4641' 

.4649 

.4656 

4664 

.4671 

.4678 

.4686 

.4693 

.4699 

.4706 

l.S 

.4713 

4719 

.4726 

4732 

.4738 

.4744 

.4750 

.4756 

4761 

.4767 

2.0 

4772 

.4778 

4783 

.4788 

.4793 

4798 

.4803 

4808 

4812 

.4817 

2.1 

.4821 

.4826 

4830 

4834 

4838 

.4842 

.4846 

.4850 

.4854 

4857 

22 

.4861 

.4864 

.4868 

4871 

.4875 

.4878 

.4881 

.4884 

4887 

.4890 

2.3 

4893 

4896 

.4898 

.4901 

4904 

.4906 

.4909 

.4911 

.4913 

4916 

2.4 

.4918 

.4920 

.4922 

.4925 

.4927 

.4929 

.4931 

4932 

.4934 

.4936 

2.5 

.4938 

.4940 

.4941 

.4943 

.4945 

.4946 

4948 

.4949 

.4951 

.4952 

2.6 

4953 

4955 

.4956 

.4957 

.4959 

.4960 

.4961 

4962 

4963 

.4946 

2.7 

.4965 

.4966 

.4967 

4968 

.4969 

.4970 

.4971 

.4972 

.4973 

.4974 

2.8 

4974 

.4975 

.4976 

.4977 

4977 

.4978 

.4979 

.4979 

.4980 

.4981 

2.9 

4§S1 

.4982 

.4982 

.4983 

.4984 

4984 

.4985 

.4985 

4986 

49S6 

3.0 

.4987 

.4987 

.4987 

.4988 

.4988 

.4989 

.4989 

.4989 

4990 

4990 

Area  in  both  tails  combined 

Degrees  of 

freedom  .10  .05  .02  .01 


TABLE  2 
t  Distribution 


1 

6.314 

12.706 

31.821 

63.657 

2 

2.920 

4.303 

6.965 

9  925 

3 

2.353 

3.182 

4.541 

5  841 

4 

2.132 

2.776 

3.747 

4  604 

5 

2.015 

2.571 

3.365 

4  032 

6 

1.943 

2.447 

3.143 

3.707 

7 

1.895 

2.365 

2.998 

3.499 

8 

1.860 

2.306 

2.896 

3.355 

9 

1.833 

2.262 

2.821 

3.250 

10 

1.812 

2.228 

2.764 

3.169 

11 

1.796 

2.201 

2.718 

3.106 

12 

1.782 

2.179 

2.681 

3.055 

13 

1.771 

2.160 

2.650 

3.012 

14 

1.761 

2.145 

2.624 

2.977 

15 

1.753 

2.131 

2.602 

2.947 

16 

1.746 

2.120 

2.583 

2.921 

17 

1.740 

2.110 

2.567 

2.898 

18 

1.734 

2.101 

2.552 

2.878 

19 

1.729 

2.093 

2.539 

2.861 

20 

1.725 

2.086 

2.528 

2.845 

21 

1.721 

2.080 

2.518 

2.831 

22 

1.717 

2.074 

2.508 

2.819 

23 

1.714 

2.069 

2.500 

2.807 

24 

1.711 

2.064 

2.492 

2.797 

25 

1.708 

2.060 

2.485 

2.787 

26 

1.706 

2.056 

2.479 

2.779 

27 

1.703 

2.052 

2.473 

2.771 

28 

1.701 

2.048 

2.467 

2.763 

29 

1.699 

2.045 

2.462 

2.756 

30 

1  697 

2.042 

2  457 

2.750 

40 

1.684 

2.021 

2  423 

2.704 

60 

1.671 

2.000 

2.390 

2  660 

120 

1.658 

1.980 

2.358 

2.617 

J  Distribution 

1  645 

1.960 

2.326 

2.576 
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CERTIFIED  GENERAL  ACCOUNTANTS 1  ASSOCIATION  OF  CANADA 


MANAGERIAL  STATISTICS  203  EXAMINATION 
June#  1984 
EXAMINER’S  COMMENTS 


General 

Students  made  many  calculation  errors,  and  in  some  cases  appeared  to  have 
not  read  the  question  carefully.  Interpretation  of  the  numerical  answer 
was  often  omitted. 


Specific 

Q.  1  Most  often  correct:  (e),  (h),  (i). 

Most  often  incorrect:  (c),  (f),  (j). 


Q.2 


Q.3 


Q.4 


Q.5 


(a)  Two  students  discovered  that  the  value  Z  x  Y  =  -12.7  was 
not  correct  as  given  in  the  exam.  Answers  based  on  the  value 
as  given  in  the  exam  were  marked  as  correct.  The  origin 
of  the  trend  line  was  often  omitted. 

2 

(b)  There  were  many  errors  in  calculating  r  .  Some  students 
calculated  Se  instead,  and  many  did  not  answer  the  last 
question. 

(a)  Many  students  tried  to  use  the  binomial  formula  to  answer 
this  part.  Some  students  used  a  tree  diagram  to  help  with 
calculating  the  probabilities. 

(b)  The  same  comments  as  for  part  (a)  apply.  Some  students  were 
able  to  solve  this  part  despite  having  an  incorrect  answer 
for  part  (a) . 

(a)  The  most  common  error  was  incorrectly  stated  hypotheses. 
Some  students  specified  a  two-tailed  test. 

(b)  Most  common  errors  were:  failure  to  calculate  ax  ,  to  use 

Z  instead  of  t,  and  incorrect  interpretation  of  the  numerical 
results . 

(a)  There  were  many  addition  errors  and  standard  deviation  was 
sometimes  calculated  incorrectly. 

(b)  The  title  for  the  class  intervals  was  often  wrong  or  missing. 
Many  students  had  unequal  intervals  and  awkward  class  limits. 

(c)  Students  used  wrong  scales  and  incorrect  labels  for  the  scales. 
Often  the  polygan  end  points  (0  and  80.00)  were  not  specified. 
Some  students  produced  a  histogram  instead. 
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Q-6  (a) 

Many  students  calculated  P(r=2)  instead  of  P(r<2). 

(b) 

Major  error  was  the  incorrect  calculation  of  °p  - 

(c) 

This  part  was  reasonably  well  answered. 

2-7  (a) 

Many  students  appeared  to  have  no  idea  how  to  construct  a 
conditional  loss  table  from  the  conditional  profit  table. 

(b) 

The  confusion  in  part  (a)  carried  into  this  part  and  students 
did  not  seem  to  be  able  to  apply  the  concept  of  expected 
value . 

(c) 

This  part  was  often  not  attempted.  Some  students  were  able 
to  calculate  the  correct  answer  using  expected  profits. 

2-8  (a) 

Many  students  did  not  take  the  square  root  of  11,449.0  to 
get  3  . 

(b) 

This  part  was  well  answered. 

(c) 

This  part  was  well  answered. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

10 


MANAGERIAL  STATISTICS  203  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Q.l  (a)  unaffected 

(b)  cannot 

(c)  determination 

(d)  shorter 

(e)  able 

(f)  variation 

(g)  negative 

(h)  bias 

(i)  more 

(j)  variances 

NOTE:  1  mark  each. 

Q.2  (a)  Given:  2xY  =  -8.7;  2x2  =  28.0;  2Y2  =  13080.44 

Calculate  (a)  and  (b): 

(1)  a  =  Y  =  302/7  =  43.1429 

(2)  b  =  2xY  =  -8.7  =  -0.3107 

2x2  28.0 

(1)  The  trend  line  is  Y  =  43.1429  -  0.3107x 
(1)  The  origin  is  July  1,  1979. 

(b)  Calculate  r2: 

(4)  r2  =  a  2Y  +  b  2xY  -  nY2 
Sy2~  nY2 

=  43.1429(302)  +  (-0,3107)(-8.7)  -  7(43. 1429)2 

13080.44  -  7(43. 1429)2 

=  13029.156  +  2,7031  -  13029.169 
13080.44  -  13029.169 

=  2.6901 
51.271 

=  0.0525 

( I )  Only  5.25%  of  the  variation  in  annual  battery  production  is  explained  by  the  trend 
line. 
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Q.3  Given:  P  (sale,  call  1)  =  .60  P  (no  sale,  call  1)  =  .40 

P  (sale,  call  2)  =  .50  P  (no  sale,  call  2)  =  .50 

P  (sale,  call  3)  =  .40  P  (no  sale,  call  3)  =  .60 

(4)  (a)  P  (2  calls)  =  P  (no  sale,  call  1)  P  (sale,  call  2) 

=  (1-.60X.50) 

=  (-40X.50) 

=  JO 

(6)  (b)  P  (sale)  =  P  (sale,  call  1)  +  P  (2  calls)  +  P  (no  sale,  call  1)  P  (no  sale,  call  2) 

P  (sale,  call  3) 

=  .60  +  .20  4-  (1  -  ,60)(1  —  .5) (.40) 

=  .60  +  .20  +  .08 
=  .88 

Also: 

P  (sale)  =  1  -  P  (no  sale ) 

=  1  -  (.40)(.50)(.60) 

=  1  -  .12 


10 


15 


(3)  (a)  A  one-tailed  test  of  significance  should  be  used  because  the  financial  manager  is 

concerned  about  increasing  costs  of  travel. 

Hq:  u  =  $500.00  Null  Hypothesis 

Hj:  u  <  $500.00  Alternative  Hypothesis 

(b)  Calculate  <x-: 

(2)  =  6-/  =  55.50/  ^25"=  55.50/5  =  11.10 

(2)  t  for  a  =  0.05  and  24  degrees  of  freedom,  and  a  one-tailed  test. 

t.0j  =  —1.711  (lower  tail) 

(2)  t  =  x  -  u  =  481.50  -  500.00  =  -18.50  =  - 1 .667 

a-x  11.10  11.10 

(1)  Because  t  >  t  qj,  the  financial  manager’s  claim  cannot  be  rejected. 

Q.5  (a)  The  data  arrayed  are: 


(1) 

$11.23 

$34.63 

$48.95 

20.21 

37.15 

54.05 

28.24 

40.59 

60.56 

30.70 

46.89 

66.80 

(1) 

x  =  480.00/12 

=  $40.00 

(1) 

Median  =  (37. 

15  +  40.59)/2 

=  $38.87 
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(4) 


(x-x)2 


11.23 

-28.77 

827.7129 

20.21 

-19.79 

391.6441 

28.24 

-11.76 

138.2976 

30.70 

-  9.30 

86.4900 

34.63 

-  5.37 

28.8369 

37.15 

-  2.85 

8.1225 

40.59 

0.59 

0.3481 

46.89 

6.89 

47.4721 

48.95 

8.95 

80.1025 

54.05 

14.05 

197.4025 

60.56 

20.56 

422.7136 

66.80 

26.80 

718.2400 

480.00 

0.0 

2947.3828 

Standard  deviation 


(x  -  x)2 

n  -  1 

2947.3828 


12  -  1 
y  267.9439 
$16,369 


(4)  (b)  Relative  frequency  distribution 


Payments  Relative 

Due  ($)  Frequency  Frequency 

$10.00  -  $29.99  3  .25 

30.00  -  49.99  6  .50 

50.00  -  69.99  3  .25 


(4)  (c)  Class  mid-points  are:  $20.00,  $40.00,  $60.00 

Relative  frequency  polygon 
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Q.6  (a)  Use  binomial  probability  formula  with  n  =  5,  P  =  0.60. 

P  (fewer  than  2)  =  P(0)  +  P(l) 

(2)  P(0)  =  5!  (.60)°(.40)5~° 

01(5-0)1 

=  (1  )(1)(0. 01024) 

=  0.01024 

(2)  P(l)  =  5!  (,60)*(.40)5-' 

11(5-1)1 

=  (5)(0.60)(0.0256) 

=  0.0768 

(1)  P(0)  +  P(l)  =  0.01024  +  0.0768 

=  0-08704 

(1)  The  probability  that  fewer  than  2  out  of  5  purchasers  of  the  microcomputers  will 
also  buy  the  integrated  program  is  0.08704. 

(b)  Use  normal  probability  distribution  with  p  =  0.60  and  n  =  100. 

(2)  °-p  =  /TT  =  /  (.60)  (.40)  =  /  .24  =  0.049 

V  n  V  100  V  100 

(1)  Z  =  p  -  p  =  0/70  -  0.60  =  0.10  =  2.04 

A_  0.049  0.049 

°P 

(1)  P  (Z>  2.04)  =  0.5000  -  0.4793  =  0.0207 

(1)  The  probability  that  the  integrated  program  is  sold  with  70%  or  more  of  the 

microcomputers  is  0.0207. 

(c)  90%  confidence  interval 

(1)  Z. 05  =  1.645 

(2)  p  ±  Z  a- -=  0.60  ±  1.645(0.049) 

P  =  0.60  ±  0.080605 
- »  0.60  ±  0.081 

(1)  The  90%  confidence  interval  is  0.519  to  0.681. 


Continued . . . 
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Q.7  Conditional  loss  table: 


(a)  Demand  for 

Plant  Size 

Product 

Probability 

Large 

Medium 

Small 

High 

.30 

0 

1.2 

2.9 

Moderate 

.50 

1.5 

0 

1.1 

Low 

.20 

3.5 

1.7 

0 

(b)  Expected  loss  table: 

Demand  for 

Plant  Size 

Product 

Large 

Medium 

Small 

High 

0 

0.36 

0.87 

Moderate 

0.75 

0 

0.55 

Low 

0.70 

0.34 

0 

Expected  losses 

1.45 

0.70 

1.42 

(1)  A  medium  size  plant  should  be  built  because  expected  losses  are  minimum. 

(2)  (c)  The  maximum  value  of  additional  information  is  $700,000.  This  is  the  value  of 

perfect  information. 


15 


Q.8  (a)  Calculate  standard  error: 


95%  confidence  interval: 

(1)  Z.o25=196 

(2)  x  ±  Z  o-x  =  473.25  ±  1.96(10.70) 

=  473.25  ±  20.97 

(1)  The  95%  confidence  interval  is  $452.28  to  494,22. 

(b)  Given:  x  -  u  =  $10.00,  98%  confidence. 

(1)  For  98%  confidence  interval,  Z  =  2.33 

(4)  Z  =  x  -  u  2.33  =  10.00  •  107,0  =  10. QQ 

o-  /  V~rT  107.0  /  \ZTT  \AiT  2.33 


VT=  2.33(107.0)  n  =  (24.93 1)2  =  621.55 
10.00 


Continued . . 
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(1)  A  sample  size  of  622  is  necessary. 

(c)  98%  confidence  interval: 

Z.01  =  233 

(1)  6*  =  107.0  =  107,0  =  4,29 

V/  622  24.94 

(2)  x  ±  Z  <t-  =  473.25  ±  2.33(4.29) 

=  473.25  ±  10.0 

(1)  The  98%  confidence  interval  is  $463.25  to  483.25. 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
December,  1983 

Marks  .  Time:  3  Hours 


NOTE:  Answer  the  questions  OX  THE  EX  A  M  I  NATION  PAPER  in  the  space  provided. 
Two  tables  arc  attached. 

15  Q.  I  The  Great-Northern  Company  accounts  for  product  X  using  UFO  and  periodic 
procedures.  Data  relative  to  this  product  for  the  year  ended  December  31,  1983,  are: 


Inventory  January  1,  1983 

4.000  units  @  $8 

Purchases 

Sales 

1st  quarter  8,000  units  @  $10 

5,000  units  @  $16 

2nd  quarter  20.000  units  (w  $12 

16,000  units  @  $18 

3rd  quarter  16.000  units  @  S 1 5 

18,000  units  @  $20 

4th  quarter  8.000  units  @  $16 

12.000  units  @  $22 

REQUIRED: 


(2)  (a)  Compute  the  gross  margin  on  sales  of  product  X  for  1983. 

(2)  (b)  Repeat  part  (a)  assuming  that  4,000  rather  than  8,000  units  were  purchased  in  the  4th 

quarter. 

(2)  (c)  Repeat  part  (a)  assuming  that  12,000  rather  than  8,000  units  were  purchased  in  the 

4th  quarter. 

(3)  (d)  Solve  parts  (a),  (b),  and  (c)  on  the  assumption  that  Great-Northern  used  FIFO  rather 

than  LIFO  inventory  valuation  method. 

(1)  (e)  Which  inventory  valuation  method  permits  the  manipulation  of  net  income? 

(1)  (0  Which  inventory  valuation  method  emphasizes  the  balance  sheet? 

(I)  (g)  Which  inventory  valuation  method  emphasizes  the  income  statement? 

(I)  (h)  Which  inventory  valuation  method  matches  current  costs  with  current  revenues? 

(I)  (i)  Which  inventory  valuation  method  results  in  a  procession  of  costs  in  the  same  order 

as  incurred? 

(1)  (j)  Which  inventory  valuation  method  costs  inventory  at  approximately  replacement 

cost? 

18  Q.2  River  Company  Ltd.  issued  Sl.000,000  par  value  of  its  15%,  10  year  bonds  at  a  price  to 

yield  12%.  The  bonds  were  dated  December  31,  1981,  and  issued  that  day.  A  call 
provision  stated  that  the  bonds  could  be  called  after  two  years  at  1 14. 

Lake  Corporation  purchased  S 1 00,000  of  the  River  bonds,  on  the  issue  date  at  issue  price 
as  a  long-term  investment. 
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REQUIRED: 

(3)  (a)  Record  the  investment  in  River  Bonds  by  Lake  Corporation.  Lake  amortizes 

discount  or  premium  directly  to  the  investment  account  and  rounds  all  amounts  to 
the  nearest  dollar. 

(3)  (b)  Record  the  receipt  of  interest  and  recognition  of  interest  revenue  on  December  31, 

1982  by  Lake  Corporation.  Lake  uses  the  interest  method  of  amortization. 

(6)  (c)  On  December31,  1983, two  years  after  the  issuance,  River  Company  called  the  bonds 

at  114.  Journalize  the  receipt  of  the  interest  cheque  and  the  cheque  for  the  redemption 
of  the  bonds. 

(2)  (d)  i)  If  Lake  used  straight-line  amortization,  interest  revenue  for  1982  would  have 

been  $  _ 

(2)  ii)  The  reason  for  the  difference  in  amounts  between  the  straight-line  and  interest 

methods  of  amortization  is 

(2)  iii)  The  straight-line  method  of  amortization  should  be  used  only  if _ 

8  Q.3  In  anticipation  of  negotiations  for  the  sale  of  the  business,  the  following  projections  were 

derived  as  a  basis  for  estimating  the  potential  value  of  goodwill. 


Average  annual  earnings  projected  (4  year  basis)  $  45,000 

Fair  value  of  average  net  assets  expected  (exclusive  of  goodwill)  $220,000 

“Normal”  rate  of  return  on  net  assets  for  the  industry  15% 

Rate  of  return  expected  on  excess  earnings  20% 

Expected  recovery  period  for  excess  earnings  4  years 

Years’  purchase  of  average  excess  earnings  4  years 


REQUIRED: 

(2)  (a)  Calculate  average  annual  excess  earnings. 

(6)  (b)  Estimate  goodwill  under  each  of  the  following  independent  approaches: 

i)  Goodwill  equal  to  capitalized  average  annual  excess  earnings  (as  computed  in 
part  (a)). 

ii)  Goodwill  equal  to  years’  purchase  of  average  annual  excess  earnings  (as 
computed  in  part  (a)). 

iii)  Goodwill  based  on  present  value  of  average  annual  excess  earnings  (as  computed 
in  part  (a)). 


20  Q.4  The  following  unrelated  cases  require  discussion  in  light  of  GAAP.  Your  concise  answer 

should  focus  on  the  primary  accounting  principle,  if  any,  that  is  involved  and  may  be 
violated  —  if  violated,  how  violated?  Give  the  recommended  treatment  or  disclosure  for 
compliance  with  GAAP. 

(4)  (a)  Lakeshore  Rail  Company  did  not  recognize  periodic  depreciation  expense  on  its 

rolling  stock  on  the  basis  that  maintenance  expenditures  kept  the  rolling  stock  in  “just 
like  new  condition”. 
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i)  Primary  accounting  principle - 

ii)  If  violated,  how  violated?  - 

iii)  Recommended  treatment. - 

(4)  (b)  Chicken  Licken  Corporation  is  responding  to  competition  by  embarking  on  a 

promotional  compaign  of  its  own.  The  essence  of  the  compaign  is  the  following: 

Buy  one  Chicken  Licken  dinner  at  the  regular  price  of  $5.00  and  get  an  additional  one 
for  $0.50. 

In  order  to  maintain  the  same  gross  margin  percentage  the  corporation  intends  to 
record  each  deal  as  follows: 

Cash  $5.50 

Advertising  expense  4.50 

Sales  $10.00 

i)  Primary  accounting  principle _ 

ii)  If  violated,  how  violated?  _ 

iii)  Recommended  treatment. _ 

(4)  (c)  Seabright  Marine  Construction  Company  constructed  a  fishing  boat  for  Fairweather 

Fisheries  Ltd.  The  terms  of  sale  were  $120,000  cash  at  time  of  delivery  and  three  non¬ 
interest  bearing  notes  of  $120,000  each,  due  one  year,  two  years  and  three  years  from 
time  of  delivery. 

Seabright  recorded  the  sale  as: 

Cash  $120,000 

Notes  receivable  360,000 

Sales  $480,000 

i)  Primary  accounting  principle  ■ _ 

ii)  If  violated,  how  violated?  _ 

4 

iii)  Recommended  treatment. _ 

(4)  (d)  Cheapco  Ltd.  in  business  for  several  years  experienced  somewhat  ofa  setback  when 

one  of  its  major  customers,  Aldo  Inc.  declared  bankruptcy.  There  is  no  chance  of 
recovery  of  the  amount  owing  to  Cheapco.  Throughout  its  existence,  Cheapco  used 
the  allowance  method  to  account  for  bad  debt  losses  and  the  current  account  balance 
stands  at: 

Accounts  receivable  $450,000  (including  Aldo’s  account  for  $38,000) 

Allowance  for  doubtful  accounts  16,000 


Cheapco  intends  to  write-off  the  $38,000  loss  of  Aldo’s  account  against  retained 
earnings. 

i)  Primary  accounting  principle.  _ 

ii)  If  violated,  how  violated?  _ 
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iii)  Recommended  treatment. _ _ 

(4)  (e)  Trans-World  Inc.  operates  in  several  countries  around  the  world  and  just  received 

news  that  its  copper  mine  in  one  of  the  foreign  countries  was  nationalized  and 
reparation  of  $  1 2  million  is  to  be  paid  immediately.  The  mine  is  carried  on  the  books 
by  Trans-World  at  net  book  value  of  $15  million  and  any  loss  or  gain  recognized  on 
this  “involuntary"  transaction  would  be  subject  to  a  25%  income  tax.  The  company 
intends  to  reflect  the  consequence  of  the  expropriation  in  the  statement  of  retained 
earnings. 

i)  Primary  accounting  principle.  _ 

ii)  If  violated,  how  violated? - 

iii)  Recommended  treatment. - 

15  Q.5 

(6)  (a)  On  December  31,1 982,  the  portfolio  of  temporary  investments  of  Harbor  Company 

was  comprised  of  the  following: 


Security 

Quantity 

Cost 

Unit  Market  Price 

Higrade  Corporation  12% 
$1,000  bonds 

4 

$3,900 

101 

Simco  common  stock 

100 

2,800 

21 

Lasco  common  stock 

100 

3,600 

37 

Assume  lower  of  cost  or  market  is  applied  to  all  temporary  investments  as  a  single 
portfolio  and  an  allowance  account  is  used.  At  January  1,  1982,  the  allowance 
account  had  a  zero  balance. 

REQUIRED: 

(3)  i)  Temporary  investments  would  appear  on  the  December  31,  1982,  balance  sheet 
as:  - - - - - 


(3)  ii)  The  1982  income  statement  would  reflect  $ _ *  as 


(9) 


During  1983,  Harbor  purchased  100  shares  of  Pasco  stock  for  $4,200  and  sold  50 
shares  of  Simco  stock  at  $25  per  share.  On  December  31,  1983,  the  temporary 
investment  portfolio  of  Harbor  consisted  of  the  following: 

Security 

Quantity 

Cost 

Unit  Market  Price 

Higrade  Corporation  12% 

$1,000  bonds 

4 

$3,900 

99 

Simco  common  stock 

50 

1,400 

26 

Lasco  common  stock 

100 

3,600 

40 

Pasco  common  stock 

100 

4,200 

45 

REQUIRED: 

c 

(3)  i)  Give  the  journal  entry  (entries)  to  record  the  1983  transactions. 


*(net  effect). 
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(3)  ii)  Temporary  investments  would  appear  on  the  December  31,  1983,  balance  sheet 
as:  _ 

* 

(3)  iii)  The  1983  income  statement  would  reflect  $ _ as _ 

24  Q.6  Shaky  Corporation  has  applied  for  a  significant  bank  loan  and  prior  to  considering  the 

application,  the  bank  asked  you  to  conduct  an  audit  for  the  three  years  the  corporation 
has  been  in  existence.  In  conducting  the  audit  you  find  the  following: 

(a)  Reported  net  income  for  the  three  years: 

1980  $16,000 

1981  (4,000) 

1982  24,000* 

*  The  $24,000  net  income  for  1982  was  picked  up  from  the  worksheet  which  was 
completed  for  the  year.  The  adjusting  entries  as  of  December  31,  1982,  were 
journalized  and  posted.  The  closing  entries  have  not  as  yet  been  journalized.  Shaky 
uses  the  periodic  inventory  procedure. 

(b)  Omission  of  earned  (uncollected)  revenue  at  year-end  was  $500  in  1980,  $800  in  1981 
and  $600  in  1982. 

(c)  A  three  year  insurance  policy  was  purchased  July  1 , 1 980,  for  $  1 ,800.  The  expenditure 
was  debited  to  insurance  expense  at  the  time  of  purchase. 

(d)  Goods  in  transit  shipped  f.o.b.  shipping  point  had  not  arrived  in  time  for  the 
inventory  count,  which  resulted  in  an  understatement  of  ending  inventory  of  $1,200 
as  of  December  31,  1981.  The  invoice  was  received  and  had  been  recorded  in  1981. 

(e)  Advances  from  customers  (unearned  at  year-end)  were  included  in  revenue.  The 
amounts  were:  $600  in  1980,  $400  in  1981,  and  $700  in  1982. 

(0  Shaky  purchased  on  July  1,  1980,  bonds  asan  investment  at  a  premium  of$6, 000.  The 
investment  account  was  debited  for  the  par  amount  of  the  bonds  and  the  premium 
was  written-off  to  expense  in  1980.  The  bonds  mature  on  June  30,  1990,  and  are 
intended  as  a  long-term  investment. 

(g)  Shaky  used  the  direct  write-off  method  of  bad  debts  rather  than  the  allowance 
method  which  should  have  been  used.  The  following  data  is  to  be  used  for  conversion 
to  the  allowance  method  and  adjustment  of  reported  net  income  (loss).  Probable 
losses  of  outstanding  accounts  as  of  December  31,  1982,  for: 

1981  accounts  $  800 


1982  accounts  2,200 


Accounts  had  been  written-off  to  expense  as  follows: 

1980 

1981 

1982 

1980  accounts 

$600 

$1,800 

— 

1981  accounts 

— 

1,600 

$2,400 

1982  accounts 

— 

— 

1,200 

*(net  effect). 
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REQUIRED: 

(18)  i)  Determine  the  correct  net  income  (loss)  for  1980,  1981  and  1982.  (Assume  there  was 
no  change  in  income  tax  expense  ) 

1980  1981  1982 

(a)  Reported  net  income  $16,000  $(4,000)  $24,000 

Effect  on  reported 
net  income  of: 


(3) 

(b) 

(3) 

(c) 

(3) 

(d) 

(3) 

(e) 

(3) 

(0 

(3) 

(g) 

Adjusted  net  income 
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(6)  ii)  Indicate  by  general  journal  entry,  how  each  correction  would  be  made  on  December 
31,  1982. 


GENERAL  JOURNAL 


DATE 

ACCOUNT  TITLES  AND  EXPLANATION 

FOLIO 

DEBIT 

c 

RE 

DI 

T 

1 
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GENERAL  JOURNAL 


DATE 

ACCOUNT  TITLES  AND  EXPLANATION 

FOLIO 

DEBIT 

CRED1 

T 

100 


END  OF  EXAMINATION 
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Presenl  Value  of  $  1 


Periods  9% 

10% 

11% 

12%' 

15% 

18% 

20% 

1  . . 

.  .91743 

.90909 

.90090 

.89286 

86957 

.84746 

.83333 

2  . . 

.  .84168 

82645 

.81162 

79719 

.75614 

.71818 

69444 

3  . . 

.77218 

.75131 

.73119 

.71178 

65752 

60863 

.57870 

4  .  . 

.  .70843 

.68301 

.65873 

.63552 

.57175 

.51579 

.48225 

5  . . 

.  .64993 

.62092 

.59345 

.56743 

.49718 

.43711 

.40188 

6  . . 

.  .59627 

.56447 

.53464 

.50663 

.43233 

.37043 

.33490 

7  . . 

.  .54703 

.51316 

.48166 

.45235 

.37594 

.31393 

.27908 

8  . . 

.  .50187 

.46651 

.43393 

.40388 

.32690 

.26604 

.23257 

9  .  . 

.  .46043 

.42410 

.39092 

.36061 

.28426 

.22546 

.19381 

10  . . 

.  .42241 

.38554 

.35218 

.32197 

.24718 

.19106 

.16151 

11  .. 

.  .38753 

.35049 

.31728 

.28748 

.21494 

.16192 

.13459 

12  .  . 

.  .35553 

.31863 

.28584 

.25668 

.18691 

.13722 

.11216 

13  .. 

.  .32618 

.28966 

.25751 

.22917 

.16253 

.11629 

.09346 

14  . . 

.  .29925 

.26333 

.23199 

.20462 

.14133 

.09855 

.07789 

15  .  . 

.  .27454 

.23939 

.20900 

.18270 

.12289 

.08352 

.06491 

16  .  . 

.  .25187 

.21763 

.18829 

.16312 

.10686 

.07078 

.05409 

17  .  . 

.  .23107 

.19784 

.16963 

.14564 

.09293 

.05998 

.04507 

18  .  . 

.  .21199 

.17986 

.15282 

.13004 

.08081 

.05083 

.03756 

19  .  . 

.  .19449 

.16351 

.13768 

.11611 

.07027 

.04308 

.03130 

20  .  . 

.  .17843 

.14864 

.12403 

.10367 

.06110 

.03651 

.02608 

21  .. 

.  .16370 

.13513 

.11174 

.09256 

.05313 

.03094 

.02174 

22  . . 

.  .15018 

.12285 

.10067 

.08264 

.04620 

.02622 

.01811 

23  .  . 

.  .13778 

.11168 

.09069 

.07379 

.04017 

.02222 

.01509 

24  .  , 

.  .12640 

.10153 

08170 

.06588 

.03493 

.01883 

.01258 

25  .  . 

.  .11597 

.09230 

.07361 

.05882 

.03038 

.01596 

.01048 

Present  Value  of  Annuity  of  $  1 


Periodic 
Rents  (n) 

9% 

10% 

11% 

12% 

15% 

18% 

20% 

1 . 

.91743 

.90909 

.90090 

.89286 

.86957 

.84746 

.83333 

2 . 

1.75911 

1.73554 

1.71252 

1 .69005 

1.62571 

1.56564 

1.52778 

3 . 

2.53129 

2.48685 

2.44371 

2.40183 

2.28323 

2.17427 

2.10648 

4  . 

3.23972 

3.16987 

3.10245 

3.03735 

2.85498 

2.69006 

2.58873 

5 . 

3.88965 

3.79079 

3.69590 

3.60478 

3.35216 

3.12717 

2.99061 

6 . 

4.48592 

4.35526 

4.23054 

4.11141 

3.78448 

3.49760 

3.32551 

7 . 

5.03295 

4.86842 

4  71220 

4.56376 

4  16042 

3.81153 

3.60459 

8 . 

5.53482 

5.33493 

5.14612 

4.96764 

4  48732 

4.07757 

3.83716 

9 . 

5.99525 

5.75902 

5.53705 

5.32825 

4  77158 

4.30302 

4  03097 

10 . 

6.41766 

6.14457 

5.88923 

5.65022 

5.01877 

4.49409 

4.19247 

11 . 

6.80519 

6.49506 

6.20652 

5.93770 

5.23371 

4  65601 

4.32706 

12 . 

7.16073 

6.81369 

6.49236 

6.19437 

5.42062 

4.79322 

4  43922 

13 . 

7.48690 

7.10336 

6.74987 

6.42355 

5.58315 

4  90951 

4.53268 

14 

7.78615 

7.36669 

6.98187 

6.62817 

5.72448 

5.00806 

4  61057 

15 . 

8.06069 

7.60608 

7.19087 

6.81086 

5.84737 

5.09158 

4.67547 

16 . 

8.31256 

7.82371 

7.37916 

6.97399 

5.95423 

5.16235 

4  72956 

17 . 

8.54363 

802155 

7.54879 

7.11963 

6.04716 

5.22233 

4  77463 

18 . 

8.75563 

8  20141 

7  70162 

7.24967 

6.12797 

5.27316 

4  81219 

19 . 

8.95011 

8.36492 

7.83929 

7.36578 

6.19823 

5.31624 

4  84350 

20 . 

9.12855 

8.51356 

7  96333 

7.46944 

6.25933 

5.35275 

4.86958 

21 . 

9.29224 

8.64869 

8.07507 

7.56200 

631246 

5  38368 

4.89132 

22 . 

9.44243 

8.77154 

8.17574 

7.64465 

6.35866 

5.40990 

4  90943 

23 . 

9.58021 

8.88322 

5.26643 

7.71843 

6.39884 

5.43212 

4.92453 

24 

9.70661 

8  98474 

8  34814 

7.78432 

6.43377 

5.45095 

4.93710 

25 . 

9.82258 

9.07704 

8.42174 

7.84314 

6.46415 

5.46691 

4  94759 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


Specific 


Q.l 


0.2 


0.3 


Q.4 


0.5 


Q.6 


On  the  whole  the  question  was  well  answered  with  a  signi¬ 
ficant  number  of  students  obtaining  maximum  marks.  Bother¬ 
some,  however,  was  the  fact  that  so  many  students  in 
intermediate  accounting  could  not  do  what  is  basically  an 
introductory  accounting  problem.  In  numerous  cases  there 
were  virtually  pages  of  calculations,  indicative  that  the 
students  were  "groping." 

The  instruction  in  this  question  specified  that  the  dis¬ 
count  or  premium  was  to  be  amortized  to  the  investment  ac¬ 
count,  and  still  many  used  a  premium  account.  In  part 
( d) ( i )  many  students  apparently  misread  the  question  and 

gave  the  amount  of  premium  amortized  rather  than  the 

amount  of  revenue.  In  part  (d)  (ii)  many  students 

apparently  lacked  knowledge  with  regard  to  the  Present 
Value  of  dollar  concept. 

The  question  was  extremely  poorly  answered.  Many  did  not 
attempt  the  question,  especially  part  (b).  Students  did 
not  know  what  capitalization  meant  and  multiplied  instead 
of  dividing.  Many  used  15%  rather  than  20%. 

Poorly  answered  because  students: 

-  repeated  the  same  response  for  requirements  (ii)  and 

(  iii)  f 

-  gave  incomplete  responses, 

-  based  responses  on  erroneous  accounting  principles. 

Most  students  did  well  on  this  question. 

Considering  the  level  of  difficulty  of  this  question  the 
question  was  answered  well.  Performance  on  part  (a)  was 
significantly  better  than  on  part  (b). 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.l 

(2) 

(a)  Sales  51,000  units 

$992,000 

Cost  of  goods  sold 

678,000 

Gross  Margin 

$314,000 

(2)- 

(b)  Sales  51,000  units 

$992,000 

Cost  of  goods  sold 

648,000 

Gross  Margin 

$344,000 

(2) 

(c)  Sales  51,000  units 

$992,000 

Cost  of  goods  sold 

702,000 

Gross  Margin 

$290,000 

(3) 

(d) 

(a)  (b)  (c) 

Sales 

$992,000  $992,000  $992,000 

Cost  of  goods  sold 

640,000  640,000  640,000 

Gross  Margin 

$352,000  $352,000  $352,000 

(1) 

(e)  LIFO 

(1) 

(f)  FIFO 

(1) 

(g)  LIFO 

(1) 

(h)  LIFO 

(1) 

(i)  FIFO 

(I) 

(j)  FIFO 

Q.2 

(3) 

(a)  December  31,  1981 

Investment  in  River  bonds  $1 16,950 

Cash 

$116,950 

(3) 

(b)  December  31,  1982 

Cash 

$  15,000 

Investment  in  River  bonds  $  966 

Interest  revenue  14,034 

(6) 

(c)  December  31,  1983 

Cash 

$  15,000 

Investment  in  River  bonds  $  1,082 

Interest  revenue  13,918 

Cash 

$114,000 

Loss  on 

redemption  of  River 

bonds 

902 

Investment  in  River  bonds  $114,902 

(2) 

(d)  i)  $13,305. 

(2) 

u)  ...  the  premium  is  amortized  in 

equal  dollar  amounts  by  the  straight-line  method 

and  equal  Present 

Value  dollars  by  the  interest  method.  OR  interest  method 

amortizes  on  basis  of  remaining  balance  at  the  yield  rate  at  time  of  issue. 

(2) 

iii)  ...  the  straight-line  of  amortization  should  be  used  only  if  the  difference  in 

amortization  amounts  (straight-line  vs.  interest  method)  is  not  material. 
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(2) 

(a)  Estimated  future  earnings 

Less:Return  on  expected  assets 

at  normal  rate  $220,000  *  15% 

$45,000 

33,000 

Excess  earnings  expected 

$12,000 

(6) 

(b)  i)  Excess  earnings  capitalized 

12,000  20% 

$60,000 

ii)  Years  excess  purchase 

12,000  «  4  years 

$48,000 

iii)  Present  value 

n  =  4,  i  =  20% 

$12,000  «  2.58873 

$31,064.76 

Nearest  dollar  = 

$31,065 

Q.4 

(4) 

(a)  i)  Matching. 

ii)  Regardless  of  maintenance  such  assets  have  a  limited  service  life  and  their  cost 
must  be  allocated  over  the  service  life.  In  not  recognizing  depreciation,  expenses 
are  understated. 

iii)  Allocate  cost  less  any  salvage  value  over  the  estimated  service  life.  Depreciation 
accounting  is  a  process  of  allocation, not  of  valuation. 

(4)  (b)  i)  Revenue. 

ii)  Revenue  (sales)  is  $5.50  not  $10.00.  The  $4.50  is  a  discount  not  an  expense. 

iii)  Record  sales  as  $5.50  or  record  sales  of  $  10.00  less  a  discount  of  $4. 50  to  result  in 
net  sales  of  $5.50. 

(4)  (c)  i)  Revenue. 

ii)  Sales  are  equal  to  the  sum  of  $120,000  plus  the  Present  Value  of  the  notes 
receivable  (discounted  at  appropriate  rate)  not  $480,000. 

iii)  Record  sales  at  the  cash  equivalent  at  time  of  transaction. 

(4)  (d)  i)  Matching. 

ii)  The  $38,000  is  an  expense  of  the  year  to  be  reflected  in  the  income  statement  as 
“bad  debt  expense”.  It  is  not  a  correction  of  prior  periods. 

iii)  Recognize  the  $38,000  as  a  bad  debt  expense  in  the  year  of  write-off. 

(4)  (e)  i)  Matching. 

ii)  The  loss  (extraordinary)  is  a  net  income  determining  item  not  a  correction  of 
prior  periods. 

iii)  Reflect  the  item  in  the  income  statement  as  an  extraordinary  item.  A  loss  of 
$3,000,000  less  $750,000  income  tax  or  $2,250,000. 
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Q.5 

(6)  (a) 


(3)  i) 

Temporary  investments 

$10,300 

Less  allowance  for  market  decline 

460 

$  9,840 

(3)  ii) 

The  1982  income  statement  would  reflect  $460 

as  an  unrealized  loss  on  temporary 

(9) 

(b) 

investments. 

(3)  i) 

Temporary  investments  (Pasco) 

$  4,200 

Cash 

$4,200 

Cash 

1.250 

Loss  on  disposal  of  temporary  investments 

150 

Temporary  investments  (Simco) 

1,400 

(3)  ii) 

Temporary  investments  (market  $13,760) 

$13,100 

(3)  iii) 

$310*  as  recovery  of  market  value  of  temporary  investments. 

*$460  -  $150  =  $310 

Q.6 

(18) 

i) 

1980 

1981 

1982 

(a) 

$16,000 

$(4,000) 

$24,000 

(3)  (b) 

500 

300 

-  200 

(3)  (c) 

1,500 

-600 

-  600 

(3)  (d) 

0 

1,200 

-  1,200 

(3)  (e) 

-  600 

200 

-  300 

(3)  (0 

5,700 

-  600 

-  600 

(3)  (g) 

-  1,800 

-  1.400 

200 

Adjusted  net  income  $21,300 

$(4,900) 

$21,300 
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(6)  ii) 


(1)  (b)  Accounts  receivable 

$  600 

Revenue  earned 

200 

Prior  period  adjustment-acccounting  error 

$  800 

OR  Retained  earnings 

(1)  (c)  Prepaid  insurance 

$  300 

Insurance  expense 

600 

Prior  period  adjustment-accounting  error 

$  900 

OR  Retained  earnings 

(1)  (d)  Merchandise  inventory 

$1,200 

Retained  earnings 

$1,200 

OR  Prior  period  adjustment-accounting  error 

(1)  (e)  Prior  period  adjustment-accounting  error 

$  400 

OR  Retained  earnings 

Sales 

300 

Advances  from  customers 

$  700 

(1)  (f)  Investment  in  bonds  (or  Premium  on  investment) 

$4,500 

Interest  revenue 

600 

Prior  period  adjustment-accounting  error 

$5,100 

OR  Retained  earnings 

(1)  (g)  Prior  period  adjustment-accounting  error 

$3,200 

OR  Retained  earnings 

Bad  debt  expense 

$  200 

Allowance  for  doubtful  accounts 

3,000 

100 


END  OF  SOLUTIONS 
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ACCOUNTING  211  EXAMINATION 
March,  1984 


Time:  3  Hours 


NOTE:  Answer  the  questions  ON  THE  EX  A  M  /  NATION  PAPER  in  the  space  provided. 
Two  tables  are  attached.  Narratives  are  not  required  for  journal  entries. 

Q.  I  Consider  the  following  unrelated  situations  and  answer  the  questions  asked. 


(a)  On  January  2,  1981,  Northern  Corporation  purchased  a  machine  at  a  cost  of  $30,000. 
Freight  and  installation  of  $9,000  were  incurred  and  debited  to  Repairs  Expense.  The 
machine  was  being  depreciated  on  a  straight-line  basis  with  estimated  service  life  of  6 
years  and  no  salvage  value. 

REQUIRED: 

,2'  i)  Net  income  was  overstated/understated  by  $ _ in  1981. 

(2)  ii)  Net  income  was  overstated /understated  by  $ _ in  1982. 

(4)  iii)  Prepare  all  the  necessary  journal  entries  on  December  31,  1984,  the  date  of  discovery 
of  the  error.  Assume  that  the  books  have  not  been  closed  and  the  adjusting  entry  to 
recognize  depreciation  expense  for  1984  has  not  been  recorded.  No  narratives  are 
required. 

(b)  On  January  2,  1980,  Spadina  Corporation  acquired  a  specialty  machine  used  in 
producing  a  new  line  of  products.  The  machine  cost  $38,000  and  was  depreciated  on 
the  basis  of  an  estimated  service  life  of  ten  years  and  $3,000  salvage  value.  During  the 
fifth  year  of  use,  in  1984,  based  on  the  experience  of  the  previous  four  years,  it  was 
estimated  that  the  machine  will  be  useful  for  only  three  more  years  (including  the 
current  year)  and  will  have  no  salvage  value.  The  company  uses  the  straight-line 
method  of  depreciation. 

REQUIRED: 


(2)  i)  Identify  the  nature  of  this  change. 


(4)  ii)  Prepare  the  December  31,  1984,  journal  entry  pertaining  to  the  specialty  machine.  No 
narratives  are  required. 


(c)  On  December  31,1 984,  Evans  Corporation  decided  to  change  its  depreciation  policy 
from  the  straight-line  to  diminishing  balance  method.  The  company  believed  that  the 
change  would  better  match  costs  and  revenues.  The  differences  in  depreciation 
expense  for  the  three  years  the  company  has  been  in  operation  are: 


Straight-line 


Diminishing  Balance  Difference 


1982 

$40,000 

1983 

40,000 

1984 

40,000 

$72,000  $32,000 
68,000  28,000 
65,000  25,000 


The  books  have  not  been  closed  for  1984;  however,  depreciation  on  a  straight-line 
basis  was  recorded. 


REQUIRED: 


(2)  i)  Identify  the  nature  of  this  change. 
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(4)  ii)  Prepare  all  the  necessary  journal  entries  on  December  31,  1984.  No  narratives  are 
required. 

(2)  iii)  Where  and  how  would  the  change  be  reflected  on  the  financial  statements? 


12  Q.2  The  Tor-Ont  Company  has  been  in  business  three  years  and  has  applied  for  a  significant 

bank  loan.  Prior  to  considering  the  application  the  bank  asks  you  to  conduct  an  audit  for 
the  last  three  years.  Concerning  accounts  receivable,  you  find  that  the  company  has  been 
writing  off  receivables  when  they  finally  prove  uncollectible  and  treating  them  as 
expenses  at  the  time  of  write-off. 


Your  investigation  indicates  that  receivable  losses  have  approximated  (and  can  be 
expected  to  approximate)  2%  of  net  sales.  Until  this  first  audit,  the  company’s  sales  and 
direct  receivable  write-off  experience  was  as  below: 


Accounts  Written  Off  In 


Year  of  Sales 

Amount  of  Net  Sales 

1981 

1982 

1983 

1981 

$300,000 

$1,500 

$4,000 

$  400 

1982 

400,000 

— 

2,000 

4,800 

1983 

REQUIRED: 

500,000 

3,000 

(3)  (a)  Indicate  the  amount  by  which  net  income  would  increase  or  decrease  each  year  if  the 

company  had  used  the  more  acceptable  allowance  method  rather  than  the  direct 
write-off  method. 

(6)  (b)  Prepare  all  the  journal  entries  for  each  of  the  years  1981  and  1982  that  would  have 

been  made  if  Tor-Ont  Company  had  used  the  allowance  method  from  the  start  of  the 
business.  Omit  closing  entries.  No  narratives  are  required. 

(3)  (c)  Which  of  the  entries  in  part  (b)  are  year-end  adjusting  entries? 


18  Q.3  Crow’s  Nest  Corporation  issued  $1,000,000  par  value,  10%,  10  year  bonds  on  December 

31,  1980.  The  bonds  are  dated  December  31,  1980,  call  for  annual  interest  payments  in 
December,  and  were  issued  to  yield  15%.  The  bonds  were  callable  after  three  years  at  101. 

Trans-Prairie  Corporation  purchased  $100,000  of  the  Crow’s  Nest  bonds  on  the  date  of 
issue  at  the  issue  price  as  a  long-term  investment. 


REQUIRED: 

(4)  (a)  Give  the  journal  entry  by  Trans-Prairie  to  record  the  investment  in  Crow’s  Nest 

bonds  (Trans-Prairie  utilizes  contra  accounts  to  account  for  long-term  investments 
and  rounds  all  amounts  to  the  nearest  dollar). 

(4)  (b)  Give  the  journal  entry  (entries)  to  record  the  receipt  of  interest  on  December  31,  1981, 

and  recognition  of  interest  revenue  (Trans-Prairie's  fiscal  year  coincides  with  the 
calendar  year). 

NOTE:  Use  straight-line  method  of  amortization. 

(4)  (c)  Repeat  requirement  in  part  (b)  using  the  interest  method  of  amortization. 
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(6)  (d)  Three  years  after  the  issuance  of  the  bonds,  on  December  3 1 ,  1 983,  Crow’s  Nest  called 

the  bonds  at  101.  Prepare  the  necessary  entry  (entries)  to  recognize  interest  revenue 
and  receipt  of  two  cheques  (one  for  interest  due)  from  Crow’s  Nest  (assume  straight- 
line  amortization  and  no  entries  have  been  prepared).  No  narratives  are  required. 

15  Q.4  The  records  of  Philips  Company  as  of  December  31,  1984,  show  the  following: 

Net  Net  Accounts 

Purchases  Income  Payable  Inventory 

Balance  per 

company’s  books  $186,000  $  15,500  $  19,500  $  39,000 

(a)  -  -  -  - 

(b)  -  -  -  - 

(c)  -  -  -  - 

(d)  -  -  -  - 

(e)  -  -  -  - 

Correct  balances  —  —  ===== 

(a)  Merchandise  that  cost  $3,500  was  included  in  the  ending  inventory.  The  related 
purchase  has  not  been  recorded.  The  goods  were  shipped  f.o.b.  destination  and 
arrived  December  30,  1984.  However,  the  invoice  had  not  arrived. 

(b)  Damaged  goods  that  cost  $1,200  were  segregated  on  the  loading  dock  ready  for 
shipment  back  to  the  vendor.  The  damaged  goods  were  included  in  the  year-end 
inventory  count.  The  goods  had  been  recorded  as  part  of  a  large  purchase  early  in 
December  and  the  entry  for  their  return  had  been  made  on  December  28,  1984. 

(c)  Merchandise  in  transit  that  cost  $2,500  was  excluded  from  inventory  because  it  had 
not  arrived.  The  invoice  had  arrived  and  was  recorded  on  December  29,  1984.  The 
goods  were  shipped  f.o.b.  destination. 

(d)  Merchandise  that  cost  $2,200  was  specially  ordered  for  a  customer.  The  goods  were 
shipped  f.o.b.  customer’s  place  of  business,  but  had  not  arrived  by  December  31, 
1984.  The  invoice  had  arrived,  but  it  was  not  recorded,  nor  was  the  sale  of  the  goods 
for  $3,300. 

(e)  Merchandise  that  cost  $  1 ,600  was  segregated  in  a  corner  of  the  warehouse.  Because  a 
large  SOLD  tag  was  placed  on  the  merchandise  it  was  excluded  from  the  year-end 
inventory  count.  The  segregation  of  the  merchandise  was  on  a  basis  of  a  customer's 
interest  to  buy.  The  customer  asked  for  a  few  days  to  arrange  financing.  The  sale  for 
$2,400  had  not  been  recorded. 

REQUIRED: 

Using  the  format  provided  above,  show  each  adjustment  required  separately  and  the 
correct  amount  for  net  purchases,  net  income,  accounts  payable,  and  inventory  for 
Philips  Company  as  at  December  31,  1984. 

16  Q.5  Ajax  Company  purchased  a  truck  to  be  used  in  its  operation  on  December  31,  1981,  for 

$5,000  cash  plus  one  $20,000,  non-interest  bearing  note  with  two  $10,000  payments, 
payable  one  year  hence  and  two  years  hence.  The  going  rate  of  interest  for  this  type  of 
financing  for  this  company  was  15%.  The  fiscal  period  for  Ajax  coincides  with  the 
calendar  year. 


E2I  IM84 


Page  118 


Page  3 


REQUIRED: 

(2)  (a)  What  accounting  principle(s)  governs  the  amount  to  be  placed  on  the  books  as  the 

cost  of  the  truck? 


12 


(4)  (b)  Record  by  journal  entry  the  acquisition  of  the  truck. 


(4)  (c)  Record  the  recognition  of  interest  expense  and  the  payment,  with  interest,  ofthe  first 

$10,000  note  on  December  31,  1982  (assume  interest  method  of  amortization). 

(2)  (d)  Record  the  depreciation  on  the  truck  for  1982  on  the  assumption  that  the  truck  is 

being  depreciated  by  the  diminishing  balance  method  at  double  the  straight-line  rate, 
estimated  service  life  of  4  years  and  $2,355  residual  value. 

(4)  (e)  Record  the  recognition  of  interest  expense  and  the  payment,  with  interest,  of  the 

second  $10,000  payment  on  December  31,  1983. 


Q.6  Holdco  Ltd.  has  a  portfolio  of  marketable  securities.  The  investment  in  these  securities  is 
regarded  by  management  as  temporary.  Holdco  uses  the  allowance  method  to  reflect 
year-end  valuation  and  to  report  this  current  asset  on  the  lower  of  cost  or  market  basis. 

The  following  transactions  were  completed  in  1982  and  1983: 

1982 

Purchases: 


March  06, 
August  19, 
October  22, 
November  01, 


Sales: 


ABC  Oil,  100  shares  @  $10.00 

ABC  Oil,  200  shares  @  $13.00 

DMC  Ltd.,  200  shares  @  $20.00 

Plum  Computer,  $5,000  par  value  12%,  10  year  bonds  dated 

November  01,  1978,  @  82  (interest  on  these  bonds  is  payable 

annually). 


December  03, 
December  31  prices: 


ABC  Oil, 


1983 

Sales: 


August  28, 
November  01, 


150  shares  @  $16.00 


ABC  Oil,  $17.00  per  share 

DMC  Ltd.,  $14.00  per  share 
Plum  Computer  bonds  bid  83. 


DMC  Ltd.,  100  shares 
Plum  Computer  bonds 


@  $16.00  per  share 

@  85 


December  31  prices:  ABC  Oil, 
DMC  Ltd., 


$22.00  per  share 
$22.00  per  share 


Other  data: 

No  dividends  were  declared  in  1982  and  1983  on  the  shares  of  ABC  Oil  and  DMC  Ltd. 


REQUIRED: 

(4)  (a)  Give  all  adjusting  journal  entries  for  December  31,  1982  and  December  31,  1983.  No 

narratives  are  required. 

(4)  (b)  Items  and  amounts  pertaining  to  the  Temporary  Investment  reported  on  the  Income 

Statement  for  the  year  ended  December  31,  1983.  Show  each  item  separately. 


E21 IM84 


Page  119 


Page  4 


(4)  (c)  Show  the  best  presentation  for  the  Temporary  Investments  reported  on  the 

December  31,  1982,  and  December  31,  1983  Balance  Sheets. 

5  Q.7  With  regard  to  inventory  valuation  in  using  lower  of  cost  or  market,  “market  ’  may  be 

defined  as  “net  realizable  value”  or  “net  realizable  value  less  normal  profit  margin  . 

REQUIRED: 

(4)  (a)  Explain  how  you  arrive  at  “market”  by  each  of  the  above  two  methods. 

i)  net  realizable  value 

ii)  net  realizable  value  less  normal  profit  margin 

(1)  (b)  In  Canada,  which  is  the  recommended  method? 


100 


END  OF  EXAMINATION 
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Present  Value  of  $  1 


Penods  9% 

10% 

11% 

12% 

15% 

18% 

20% 

1  .. 

.  .91743 

.90909 

.90090 

89286 

86957 

.84746 

83333 

2  . . 

84168 

82645 

.81162 

.79719 

.75614 

.71818 

69444 

3  .. 

.77218 

75131 

.73119 

71178 

65752 

.60863 

.57870 

4 

.  .70843 

.68301 

.65873 

.63552 

.57175 

.51579 

.48225 

5  .  . 

.64993 

.62092 

.59345 

.56743 

.49718 

.43711 

.40188 

6  . 

.  .59627 

56447 

.53464 

50663 

43233 

.37043 

.33490 

7  . . 

.54703 

.51316 

.48166 

.45235 

.37594 

.31393 

.27908 

8  . 

.  .50187 

.46651 

.43393 

40388 

32690 

.26604 

.23257 

9  .  . 

.  .46043 

.42410 

.39092 

.36061 

28426 

.22546 

.19381 

10  . . 

.  .42241 

.38554 

.35218 

.32197 

.24718 

.19106 

.16151 

11  . . 

.  .38753 

.35049 

.31728 

.28748 

.21494 

.16192 

.13459 

12  . . 

.  .35553 

.31863 

.28584 

.25668 

.18691 

.13722 

.11216 

13  . . 

.  .32618 

.28966 

.25751 

.22917 

.16253 

.11629 

.09346 

14  . 

.  .29925 

.26333 

.23199 

.20462 

.14133 

.09855 

.07789 

15  . 

.  .27454 

.23939 

.20900 

.18270 

.12289 

.08352 

06491 

16  . 

.  .25187 

.21763 

.18829 

.16312 

.10686 

.07078 

.05409 

17 

.  .23107 

.19784 

.16963 

.14564 

.09293 

.05998 

.04507 

18  . 

.  .21199 

.17986 

.15282 

.13004 

.08081 

.05083 

.03756 

19 

.  19449 

.16351 

.13768 

.11611 

.07027 

.04308 

.03130 

20  . . 

.  .17843 

14864 

.12403 

.10367 

.06110 

.03651 

.02608 

21  .. 

.  .16370 

.13513 

.11174 

.09256 

.05313 

.03094 

.02174 

22  .  . 

.  .15018 

.12285 

.10067 

08264 

.04620 

.02622 

.01811 

23  .  . 

.  .13778 

.11168 

.09069 

.07379 

.04017 

.02222 

.01509 

24 

12640 

.10153 

.08170 

.06588 

.03493 

.01883 

.01258 

25  .. 

.  .11597 

.09230 

.07361 

05882 

.03038 

.01596 

.01048 

Present  Value  of  Annuity  of  $  1 


Ponodtc 

Roots  (n)  9%  10%  11%  12%  15%  18%  20% 


1  . 91743  .90909  .90090  .89286  .86957  84746  .83333 

2  .  1.75911  1.73554  1.71252  1.69005  1.62571  1.56564  1.52778 

3  .  2.53129  2.48685  2.44371  2.40183  2.28323  2.17427  2.10648 

4  .  3.23972  3.16987  3.10245  3.03735  2.85498  2.69006  2.58873 

5  .  3.88965  3.79079  3.69590  3.60478  3.35216  3.12717  2.99061 

6  .  4.48592  4.35526  4.23054  4.11141  3  78448  3.49760  3.32551 

7  .  5.03295  4.86842  4.71220  4.56376  4  16042  3.81153  3.60459 

8  .  5.53482  5.33493  5.14612  4  96764  4  48732  4.07757  3.83716 

9  .  5.99525  5.75902  5.53705  5.32825  4.77158  4.30302  4.03097 

10  .  6.41766  6.14457  5.88923  5.65022  5.01877  4.49409  4.19247 

11...  .  6.80519  6.49506  6.20652  5.93770  5.23371  4  65601  4.32706 

12  .  7.16073  6.81369  6.49236  6.19437  5.42062  4.79322  4.43922 

13  .  7.48690  7.10336  6.74987  6.42355  5.58315  4.90951  4.53268 

14  .  7.78615  7.36669  6.98187  6.62817  5.72448  5.00806  4.61057 

15  .  8.06069  7.60608  7.19087  681086  5.84737  5  09158  4.67547 

16  .  8.31256  7.82371  7.37916  6.97399  5.95423  5  16235  4.72956 

17  .  8.54363  8.02155  7.54879  7.11963  6.04716  5.22233  4.77463 

19  .  8.75563  8.20141  7.70162  7.24967  6.12797  5.27316  4.81219 

19  .  8.95011  8.36492  7.83929  7.36578  6.19823  5.31624  4.84350 

20  .  9.12855  6.51356  7.96333  7.46944  6.25933  5  35275  4.86958 

21  .  9.29224  8.64869  8.07507  7.56200  6.31246  5.38368  4.89132 

22  .  9.44243  8.77154  8.17574  7.64465  6.35866  5.40990  4  90943 

23  .  9.58021  8.88322  5.26643  7.71843  6.39884  5.43212  4.92453 

24  .  9.70661  8.98474  8.34814  7,78432  6.43377  5.45095  4.93710 

25  .  9  82258  9.07704  8.42174  7.84314  6.46415  5.46691  4.94759 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

Performance  on  the  examination  indicated  "gaps"  of  knowledge  of 

material  covered  by  the  course. 

Specific 

Q.l  Many  students  had  difficulty  with  adjusting  entries  for 

correcting  prior  period  errors  and  change  in  GAAP. 

0.2  The  question  was  generally  answered  well.  For  part  (b) 

many  students  gave  journal  entries  for  three  years  rather 
than  for  1981  and  1982  only,  as  required. 

0.3  Students  had  difficulty  in  calculating  and  recording  the 

interest  revenue  in  part  (b),  straight-line  method  and  in 
part  (c),  interest  method.  In  addition  they  had  difficulty 
with  the  interest  revenue  in  part  (d)  as  well  as  calculat¬ 
ing  the  gain  on  redemption. 

0.4  Most  students  answered  this  question  well.  Errors  were 

made  in  determining  whether  items  were  to  be  added  or  de¬ 
ducted. 

Q .  5  Many  students  recorded  the  note  payable  as  $16,257 

($21,257  -  $5,000)  instead  of  $20,000.  Very  few  were  able 
to  determine  the  correct  depreciation  in  part  (d). 

0.6  This  question  was  extremely  poorly  answered.  In  part  (a) 

the  requirement  was  for  year-end  adjusting  entries  -  most 
students  attempted  to  reconstruct  transaction  entries  that 
were  made  during  the  year.  In  part  (b)  many  students  ap¬ 
parently  could  not  distinguish  the  items  that  are  re¬ 
flected  in  the  income  statement  and  the  balance  sheet.  In 
part  (c)  few  students  calculated  the  proper  amounts  to  be 
reflected  in  the  balance  sheet  under  the  lower  of  cost  or 
market  basis. 

0.7  Many  students  confused  inventory  with  securities.  Also,  in 
determining  net  realizable  value,  many  students  failed  to 
deduct  distribution  costs. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 

Marks  Time:  3  Hours 


22  Q.l 

(2)  (a)  i)  Understated  by  $7,500. 

(2)  ii)  Overstated  by  $1,500. 

(4)  iii)  Depreciation  expense 

Machine 

Accumulated  depreciation  —  machine 
Prior  period  adjustment  —  accounting  error 

(2)  (b)  i)  Change  in  estimate. 

(4)  ii)  Depreciation  expense 

Accumulated  depreciation 


$  6,500 
9,000 

$11,000 

4,500 


$  8,000 


$  8,000 


(2) 

(4) 

(2) 


(c)  i)  Change  in  accounting  policy/ method  or  principle. 

ii)  Prior  period  adjustment  —  change  in  policy  $60,000 

Depreciation  expense  25,000 

Accumulated  depreciation  $85,000 

iii)  The  $60,000  would  be  reflected  as  an  adjustment  to  the  beginning  January  1, 
1984,  retained  earnings.  The  retained  earnings  would  be  restated.  If  comparative 
statements  are  prepared  these  would  be  corrected  to  reflect  the  reporting  on  the 
new  basis. 


12  Q.2 

(3)  (a)  1981  overstated  by  $4,500 

1982  overstated  by  $2,000 

1983  overstated  by  $1,800 


(6)  (b)  1981 

Bad  debt  expense 

Allowance  for  doubtful  accounts 

$  6,000 

$  6,000 

Allowance  for  doubtful  accounts 

Accounts  receivable 

$  1,500 

$  1,500 

1982 

Bad  debt  expense 

Allowance  for  doubtful  accounts 

$  8,000 

$  8,000 

Allowance  for  doubtful  accounts 

Accounts  receivable 

$  6,000 

$  6,000 

(3)  (c)  The  first  entry  in  each  of  the  years,  i.e.. 

Bad  debt  expense 
Allowance  for  doubtful  accounts 
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18 


Q.3 

(4)  (a)  December  31,  1980  Investment  in  Crow’s  Nest  bonds  $100,000 

Discount  on  Crow’s  Nest  bonds 
Cash 


$  25,094 
74,906 


(4)  (b)  December  31,  1981  Cash 

Discount  on  Crow’s  Nest  bonds 
Interest  revenue 


$  10,000 

2,509 

$  12,509 


(4)  (c) 


Cash  $  10,000 

Discount  on  Crow’s  Nest  bonds  1,236 

Interest  revenue 


$11,236 


(6) 


(d)  December  31,  1983  Cash 

Discount  on  Crow’s  Nest  bonds 
(2)  Interest  revenue 


$  10,000 

2,509 

$  12,509 


(4) 


Cash  $101,000 

Discount  on  Crow’s  Nest  bonds  17,567 

Gain  on  redemption  of  bonds 
Investment  in  Crow’s  Nest  bonds 


$  18,567 

100,000 


Balance  per 

Net 

Purchases 

company’s  books 

$186,000 

(a) 

3,500 

(b) 

0 

(c) 

-2,500 

(d) 

0 

(e) 

0 

Correct  balances 

$187,000 

Net 

Income 

Accounts 

Payable 

Inventory 

$15,500 

$19,500 

$39,000 

-3,500 

3,500 

0 

-1,200 

0 

-1,200 

2,500 

-2,500 

0 

0 

0 

0 

1,600 

0 

1,600 

$14,900 

$20,500 

$39,400 

16 


Q.5 

(2)  (a)  The  cost  principle. 

(4)  (b)  Truck 

Discount  on  notes  payable 
Cash 

Notes  payable 

(4)  (c)  Interest  expense 

Notes  payable 
Discount  on  notes  payable 
Cash 


(2) 

(4) 


(d)  Depreciation  expense 

Accumulated  depreciation 

(e)  Interest  expense 
Notes  payable 

Discount  on  notes  payable 
Cash 


$21,257 

3,743 

$  5,000 

20,000 

$  2,439 

10,000 

$  2,439 

10,000 

$10,629 

$10,629 

$  1,304 

10,000 

$  1,304 

10,000 
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12-  Q.6 

(4)  (a)  December  31,  1982 

Loss  on  market  value  of  Temporary  Investment  $400 

Allowance  for  market  decline  Temporary  Investment  $400 

December  31,  1983 

Allowance  for  market  decline  Temporary  Investment  $400 

Recovery  of  market  value  of  Temporary  Investment  $400 

(4)  (b)  Loss  on  sale  of  DMC  stock  $(400) 

Gain  on  sale  of  Plum  bonds  150 

Recovery  of  market  decline  Temporary  Investment  400 

Interest  revenue  Plum  bonds  (10  months)  500 


Net  $  650 


(4)  (c)  December  31,  1982  Temporary  Investments  (Cost)  $9,900 

Less  Allowance  for  market  decline  400 

$9,500 

December  31,  1983  Temporary  Investments 

(market  value  $5,200)  $3,800 


5  Q.7 

(4)  (a)  i)  Net  realizable  val  ue  is  usually  taken  as  selling  price  less  expected  costs  of 

distribution. 

ii)  Net  realizable  value  less  normal  profit  margin  reduces  the  former  by  the  normal 
profit  margin. 

(1)  (b)  Net  realizable  value. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
June,  1984 


Marks 


Time:  3  Hours 


Instructions: 

1 .  Read  carefully  and  follow  precisely  the  instructions  on  the  front  of  the  examination  booklet 
that  relate  to  the  way  in  which  your  answers  are  to  be  written.  You  must  start  each  question 
on  the  top  of  a  new  page  (on  the  right  side)  and  keep  the  calculations  with  the  question  they 
pertain  to  (on  the  left  side). 

2.  Number  ail  pages  you  use  and  on  page  1  provide  a  table  of  contents,  e.g.,  Q.4  -  page  6. 

3.  Read  the  questions  carefully  and  answer  what  is  asked. 

4.  Two  tables  are  attached. 

18  Q.l  The  following  cases  are  unrelated. 

(a)  Your  assistant  prepared  the  following  bank  reconciliation  statement.  Obviously  the  state¬ 
ment  is  unacceptable  and  the  task  of  preparing  a  proper  reconciliation  falls  upon  you. 

Hackney  Company 
Bank  Reconciliation 
October  31,  198A 


Balance  per  books  October  31 

$  6,000 

Add:  Note  collected 

$1,000 

Interest  on  note 

110 

Deposit  in  transit 

2,900 

4,010 

Deduct:  Bank  charges 

$  10 

$10,010 

NSF  cheque  from  Mr.  John  Axel 

100 

Outstanding  cheques 

1,500 

Error  in  cheque  No.  78  issued  for  $872 
and  recorded  in  the  books  as  $827 
(cheque  was  debited  to  accounts  payable) 

45 

1,655 

Indicated  bank  balance 

$  8,355 

Balance  per  bank  statement 

5,555 

Discrepancy 

$  2,800 

REQUIRED: 

(2)  i)  Determine  the  true  cash  balance  of  Hackney  Company  as  of  October  31,  198A. 

(4)  ii)  Prepare  the  necessary  October  3 1 ,  198A,  journal  entries  which  would  result  from  the 

bank  reconciliation. 

Continued . . . 
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(b)  Great  Northern  Corporation  issued  $  1 ,000,000  par  value,  2% ,  1 0-year  bonds  at  43  Vi . 
The  bonds  are  dated  March  1 ,  1983,  and  were  issued  on  June  1 ,  1 983 .  Southwestern 
Company  purchased,  as  a  long-term  investment,  10%  of  the  bonds  on  the  issue  day. 
Southwestern  Company  uses  bond  discount/premium  accounts  in  accounting  for  bond 
investments. 

REQUIRED: 

(4)  i)  Record  the  investment  by  Southwestern. 

(2)  ii)  Determine  the  approximate  yield  of  the  bonds.  (Show  calculations.) 

(c)  Garbo  Company  purchased  a  machine  to  be  used  in  its  operation  on  the  following  terms: 

$10,000  cash  payment  at  time  of  purchase  plus  a  non-interest  bearing  note  requiring 
a  $10,000  payment  on  each  of  5  anniversary  dates  subsequent  to  the  purchase.  Assume 
that  Garbo  can  borrow  funds  at  15%. 

REQUIRED: 

(4)  i)  Record  the  purchase  of  the  machine. 

(1)  ii)  What  accounting  principle  dictates  the  amount  to  be  set  up  as  the  machine  cost  at  time 
of  purchase? 

(1)  iii)  What  accounting  principle  governs  accounting  for  the  machine  in  subsequent  years? 

21  Q.2  On  January  2,  1982,  Lakeside  Company  purchased  2,000  of  the  10,000  outstanding  com¬ 

mon  shares  of  Riverview  Corporation  for  $30  per  share.  At  that  date,  the  following  data 
were  available  for  Riverview  Corporation. 


Book 

Market 

Value 

Value 

Assets  not  subject  to  depreciation 

Assets  subject  to  depreciation  with 

$100,000 

$100,000 

remaining  life  of  10  years 

220,000 

$320,000 

240,000 

Liabilities 

$  70,000 

$  70,000 

Common  stock 

150,000 

Retained  earnings 

100,000 

$320,000 

At  the  end  of  1982,  Riverview  reported  net  income  of  $50,000  and  declared  dividends  of 
$20,000  to  be  paid  in  January  1983.  Any  goodwill  is  to  be  amortized  over  a  five-year  period. 

REQUIRED: 

(a)  Prepare  all  the  necessary  journal  entries  arising  from  the  investment  in  shares  of  River¬ 
view  Corporation  assuming  the  use  of: 

(6)  i)  the  cost  method: 

(11)  ii)  the  equity  method: 

Continued . . . 
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(b)  Under  what  conditions  should  the  use  be  made  of: 

(2)  i)  the  cost  method: 

(2)  ii)  the  equity  method: 

16  Q.3  (a)  Upon  the  death  of  her  Aunt  Frances,  Gail  Jones  inherited  a  significant  amount  in  cash 

and  readily  marketable  securities,  which  she  intends  to  use  realizing  a  long-standing 
dream  of  going  into  business  for  herself.  After  considerable  search,  she  located  the  Nu- 
Vogue  Company  which  was  just  what  she  wanted.  Before  deciding  to  purchase  Nu-Vogue 
Company,  Gail  asked  you  for  advice.  She  is  particularly  concerned  by  both  the  fluctu¬ 
ations  in  the  reported  net  incomes  during  the  five-years  Nu-Vogue  was  in  operation  and 
the  decline  in  net  income  in  the  last  two  years.  The  statements  reflected  the  following 
net  incomes: 


Year 

Reported 
Net  Income 

19X1 

$  22,500 

19X2 

36,800 

19X3 

43,700 

19X4 

34,600 

19X5 

29,900 

Five-year  total 

$167,500 

You  agreed  to  look  into  the  situation  and  were  given  full  access  to  the  company’s  account¬ 
ing  records.  Your  preliminary  examination  indicated  both  a  stability  of  selling  prices 
and  cost  of  merchandise.  It  was,  therefore,  a  surprise  to  you  to  find  the  considerable 
year-to-year  variation  of  the  gross  margin. 

In  focusing  your  examination  on  the  supporting  inventory  records  you  discovered  numer¬ 
ous  errors  in  quantifying  inventory  values  and  were  able  to  assemble  the  following: 


Reported 

Corrected 

Inventory 

Inventory 

Value 

Value 

19X1  January  02 

$  0 

$  0 

19X1  December  31 

30,200 

38,600 

19X2  December  31 

34,500 

39,300 

19X3  December  31 

42,700 

36,400 

19X4  December  31 

44,800 

38,100 

19X5  December  31 

43,800 

43,800 

Your  examination  of  all  other  net  income  determinants  indicated  only  minimal  errors. 
Therefore,  you  felt  that  your  task  would  be  completed  if  you  adjusted  the  net  incomes 
by  the  corrections  to  inventory  value. 


REQUIRED: 

(5)  i)  Calculate  the  correct  net  income  for  each  of  the  five  years. 

(2)  ii)  Total  the  five  years  of  net  incomes  as  you  have  determined  them. 

(3)  iii)  Is  your  total  different  than  the  total  of  the  originally  reported  net  incomes? 

Why  or  why  not? 


Continued. . . 
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(6)  (b)  The  LIFO  -  FIFO  controversy  has  spanned  a  number  of  decades.  Proponents  of  each 

of  these  inventory  valuation  methods  attribute  certain  merits  to  each  as  listed  below. 

REQUIRED: 

Identify  which  inventory  valuation  method  each  of  the  following  merits  are  attributed  to: 
(i.e.,  LIFO  or  FIFO) 

i)  Matches  actual  physical  flow  of  goods. 

ii)  Matches  old  costs  with  new  prices. 

iii)  Costs  inventory  at  approximate  replacement  cost. 

iv)  Matches  new  cost  with  new  prices. 

v)  Emphasizes  balance  sheet. 

vi)  Emphasizes  income  statement. 

vii)  Opens  door  for  profit  manipulation. 

viii) Gives  higher  profits  in  a  period  of  inflation. 

ix)  Matches  current  costs  with  current  revenue. 

x)  More  accurately  reflects  net  income  available  to  owners. 

xi)  Gives  lower  profits  in  a  period  of  deflation. 

xii)  Results  in  a  procession  of  costs  in  the  same  order  as  incurred. 

12  Q.4  The  securities  in  the  portfolio  of  temporary  investments  of  Bradford  Company  at  Janu¬ 

ary  1,  1982  (the  beginning  of  its  fiscal  year)  were: 

Number  Description  Total  Cost 

10  Bonds,  Parker  Corporation,  12%  (paid  each  April  1  and 
October  1),  $1,000  par  value.  Bonds  were  purchased 
October  1,  1981,  and  mature  April  1,  1986.  $  9,200 

100  Shares,  Nolan  Corporation,  no  par  value  4,600 

$13,800* 

‘Market  value  $14,000. 
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Bradford  Company’s  temporary  investments  in  bonds  form  part  of  the  portfolio  of  tem¬ 
porary  investments.  The  lower  of  cost  or  market  valuation  is  applied  to  the  entire  portfo¬ 
lio.  Bradford  Company  does  not  use  reversing  entries. 

The  following  transactions  relating  to  the  temporary  investments  of  Bradford  Company 
occurred  during  1982. 


1982 

February  1 
March  1 

April  1 
June  1 


Received  a  $100  dividend  from  Nolan  Corporation. 

Sold  5  of  the  Parker  Corporation  bonds  for  a  total  consideration  of 
$4,925. 

Collected  semi-annual  interest  on  Parker  Corporation  bonds. 

Bought  8  bonds  of  Willis  Ltd.  These  15%,  $1,000  par  value  bonds  pay 
interest  each  March  1  and  September  1  and  mature  March  1,  1985. 
Total  consideration  paid  was  $8,200. 

Continued. . . 
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August  1 
September  1 
October  1 
December  31 


Received  a  $100  dividend  from  Nolan  Corporation. 

Collected  semi-annual  interest  on  Willis  Ltd.  bonds. 

Collected  semi-annual  interest  on  Parker  Corporation  bonds. 

Recognized,  by  journal  entries,  all  accruals  and  adjustments.  Bradford 
Company  uses  an  allowance  account  for  market  declines.  The  market 
prices  of  securities  held  were: 


Parker  Corporation  bonds 
Willis  Ltd.  bonds 
Nolan  Corporation  shares 


98 

100 

$40  per  share 


REQUIRED: 


Journalize  the  listed  transactions  relating  to  the  temporary  investment  accounts  of  Brad¬ 
ford  Company  for  the  year  1982. 


18  Q.5  Savoy  Corporation  acquired  a  machine  for  use  in  its  business: 

Cost  $25,000 

Estimated  service  life, 

10  years 

Residual  value  $  3,000 

Three  separate  and  independent  situations  are  given  with  respect  to  the  asset.  Respond  to 
the  questions  for  each  situation.  Disregard  tax  effects. 

(6)  (a)  At  the  end  of  the  fifth  year  (prior  to  the  adjusting  entries),  it  was  discovered  that  no 

depreciation  had  ever  been  recorded  for  the  machine  Assume  straight-line  depreciation. 

i)  What  type  of  accounting  change  is  involved? 

ii)  Give  the  necessary  entry  to  reflect  the  above  change.  If  no  entry  is  required,  state 
the  reason. 

iii)  Give  the  entry  to  record  depreciation  for  year  5. 

(6)  (b)  At  the  end  of  the  fifth  year  (prior  to  the  adjusting  entries),  the  estimated  life  was  changed 

from  10  years  to  15  years.  Assume  straight-line  depreciation. 

i)  What  type  of  accounting  change  is  involved? 

ii)  Give  the  entry  to  reflect  the  change.  If  no  entry  is  required,  state  the  reason. 

iii)  Give  the  entry  to  record  depreciation  for  year  5. 

(6)  (c)  At  the  end  of  the  third  year  (prior  to  adjusting  entries),  the  company  changed  from 

straight-line  depreciation  to  diminishing  balance  method  at  double  the  straight-line  rate. 

i)  What  type  of  accounting  change  is  involved? 

ii)  Give  the  necessary  entry  to  reflect  the  change.  If  no  entry  is  required,  state  the  reason. 

iii)  Give  the  entry  to  record  depreciation  for  year  3. 
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15  Q.6  Your  examination  of  the  books  of  Dr.  Milton  Vacon,  a  local  general  practitioner,  revealed 

that  his  nurse/secretary  followed  the  cash  basis  of  accounting  in  all  matters  with  the  exception 
of  equipment.  The  equipment  which  cost  $42,000  at  the  time  Dr.  Vacon  started  practice 
(January  2,  1982)  was  set  up  as  an  asset  and  to  date  has  not  been  depreciated.  The  equip¬ 
ment  had  an  estimated  useful  life  of  10  years,  at  which  time  it  would  be  sold  for  an  esti¬ 
mated  $2,000.  Upon  further  examination  you  were  able  to  identify  relevant  data  as  follows: 


1982 

1983 

1984 

Reported  income 

$41,000 

$46,000 

$39,000 

Supplies  on  hand  at  year-end 

500 

300 

1,200 

Wages  not  paid  at  year-end 

600 

800 

500 

Billings  to  the  Provincial  Hospital 

Insurance  during  December  for  which 

a  cheque  has  not  been  received 

6,000 

3,000 

10,000 

Miscellaneous  expenses  owing 

at  year-end 

300 

700 

200 

REQUIRED: 

Compute  the  correct  net  income  for  each  year  on  the  accrual  basis  of  accounting  by  show¬ 
ing  the  effect  of  the  given  information.  In  your  examination  booklet,  use  the  format  illus¬ 
trated  below. 

1982  1983  1984 

Reported  net  income  $41,000  $46,000  $39,000 

(3)  (a)  Supplies  -  -  - 

(3)  (b)  Wages  -  -  - 

(3)  (c)  Billings  -  -  - 

(3)  (d)  Miscellaneous  -  -  - 

(3)  (e)  Depreciation  -  -  - 

Accrual  basis  net  income  ====  =====  - 


100 


END  OF  EXAMINATION 


E211J84 


Page  131 


Page  6  of  7 


Present  Value  of  $  1 


Periods  9% 

10% 

11% 

12% 

15% 

18% 

20% 

1  .. 

.  .91743 

.90909 

.90090 

.89286 

.86957 

.84746 

.83333 

2  . . 

.  .84168 

.82645 

.81162 

.79719 

.75614 

.71818 

.69444 

3  . . 

.  .77218 

.75131 

.73119 

.71178 

.65752 

.60863 

.57870 

4  .  . 

.  .70843 

.68301 

.65873 

.63552 

.57175 

.51579 

.48225 

5  . . 

.  .64993 

.62092 

.59345 

.56743 

.49718 

.43711 

.40188 

6  .  . 

.  .59627 

.56447 

.53464 

.50663 

.43233 

.37043 

.33490 

7  .  . 

.  .54703 

.51316 

.48166 

.45235 

.37594 

.31393 

.27908 

8  .  . 

.  .50187 

.46651 

.43393 

.40388 

32690 

.26604 

.23257 

9  .  . 

46043 

.42410 

39092 

.36061 

.28426 

.22546 

.19381 

10  . . 

.  .42241 

.38554 

.35218 

.32197 

.24718 

.19106 

.16151 

11  .. 

.  .38753 

.35049 

.31728 

.28748 

.21494 

.16192 

.13459 

12  . 

.  .35553 

.31863 

.28584 

.25668 

.18691 

.13722 

.11216 

13  .. 

.  .32618 

.28966 

.25751 

.22917 

.16253 

.11629 

.09346 

14  . 

.  .29925 

.26333 

.23199 

.20462 

.14133 

.09855 

.07789 

15  . . 

.  .27454 

.23939 

.20900 

.18270 

.12289 

.08352 

.06491 

16  . . 

.  .25187 

.21763 

.18829 

.16312 

.10686 

.07078 

.05409 

17  .  . 

.  .23107 

.19784 

.16963 

.14564 

.09293 

.05998 

.04507 

18 

.  .21199 

.17986 

.15282 

.13004 

.08081 

.05083 

.03756 

19  .  . 

.  .19449 

.16351 

13768 

.11611 

.07027 

.04308 

.03130 

20  .  . 

.  .17843 

.14864 

.12403 

.10367 

.06110 

.03651 

.02608 

21  .  . 

.  .16370 

.13513 

.11174 

.09256 

.05313 

.03094 

.02174 

22  . 

.  .15018 

.12285 

.10067 

.08264 

.04620 

.02622 

.01811 

23  .  . 

.  .13778 

.11168 

.09069 

.07379 

.04017 

.02222 

.01509 

24  .  . 

.  .12640 

.10153 

.08170 

.06588 

.03493 

.01883 

.01258 

25  . . 

.  .11597 

.09230 

.07361 

05882 

.03038 

.01596 

.01048 

Present  Value  of  Annuity  of  $  1 


Periodic 

Rents  (n)  9%  10%  11%  12%  15%  18%  20% 


1  . 91743  .90909  .90090  .89286  .86957  .84746  .83333 

2  .  1.75911  1.73554  1.71252  1.69005  1.62571  1.56564  1.52778 

3  .  2.53129  2.48685  2.44371  2.40183  2.28323  2.17427  2.10648 

4  .  3.23972  3.16987  3.10245  3.03735  2.85498  2.69006  2.58873 

5  .  3.88965  3.79079  3.69590  3.60478  3.35216  3.12717  2.99061 

6  .  4.48592  4.35526  4.23054  4.11141  3.78448  3.49760  3.32551 

7  .  5.03295  4.86842  4.71220  4.56376  4.16042  3.81153  3.60459 

8  .  5.53482  5.33493  5.14612  4  96764  4.48732  4  07757  3.83716 

9  .  5.99525  5.75902  5.53705  5.32825  4.77158  4.30302  4.03097 

10  .  6.41766  6.14457  5.88923  5.65022  5.01877  4.49409  4.19247 

11  .  6.80519  6.49506  6.20652  5.93770  5.23371  4.65601  4.32706 

12  .  7.16073  6.81369  6.49236  6.19437  5.42062  4.79322  4.43922 

13  .  7  48690  7.10336  6.74987  6.42355  5.58315  4.90951  4.53268 

14  .  7.78615  7.36669  6.98187  6.62817  5.72448  5.00806  4.61057 

15  .  8.06069  7.60608  7.19087  6.81086  5.84737  5.09158  4.67547 

16  .  8.31256  7.82371  7.37916  6.97399  5.95423  5.16235  4.72956 

17  .  8.54363  8.02155  7.54879  7.11963  6.04716  5.22233  4.77463 

18  .  8.75563  8.20141  7.70162  7.24967  6.12797  5.27316  4.81219 

19  .  8.95011  8.36492  7.83929  7.36578  6.19823  5.31624  4.84350 

20  .  9.12855  8.51356  7  96333  7.46944  6.25933  5.35275  4.86958 

21  .  9.29224  8  64869  8.07507  7.56200  6.31246  5.38368  4.89132 

22  .  9.44243  8.77154  8.17574  7.64465  6.35866  5.40990  4.90943 

23  .  9.58021  8.88322  5.26643  7.71843  6.39884  5.43212  4.92453 

24  .  9.70661  8.98474  8.34814  7.78432  6.43377  5.45095  4.93710 

25  .  9.82258  9.07704  8.42174  7.84314  6.46415  5.46691  4  94759 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


General 

ACCOUNTING  211  EXAMINATION 

June,  1984 

EXAMINER'S  COMMENTS 

The  examination  results  were  better  than  those  of  previous  sessions.  The 
examination  was  broadly  based  in  coverage  of  subject  matter/  and  there  were 
two  perfect  papers. 

Specific 


Q.l 

Although  the  question  was  adequately  answered,  many  students  found 
difficulty  with  parts  of  the  question.  For  example,  in  (a)(i) 
many  students  did  not  calculate  the  true  cash  balance;  in  (b)(i) 
many  students  did  not  record  Interest  Receivable  of  $500;  and 
in  (b)(ii)  very  few  were  able  to  calculate  the  12%  yield. 

Q.2 

Part  (a),  especially,  was  poorly  answered.  Many  students  simply 
did  not  answer  the  question  completely.  Many  omitted  the  necessary 
journal  entries.  Most  had  little  difficulty  with  part  (b). 

Q.3 

Although  the  question  was  answered  well,  many  students  lost  marks 
because  of  inability  to  cope  with  errors  that  affected  both  the 
beginning  and  ending  inventories.  They  did  not  recognize  that 
if  the  beginning  and  ending  inventories  were  correct,  regardless 
of  the  number  of  years  under  consideration,  the  net  income  for 
the  total  period  would  be  correct,  although  each  year's  net  income 
would  be  in  error. 

fi.4 

Most  students  had  difficulty  answering  this  question  correctly. 
A  lack  of  understanding  was  evident  from  the  journal  entries  presented, 
which  related  to  interest  elements  on  bonds  as  temporary  investment: 

-  at  the  time  of  acquisition  of  the  bonds, 

-  during  the  period  held,  and 

-  at  the  end  of  the  year. 

Q.5 

Most  students  answered  parts  (a)  and  (b)  well.  In  part  (c)  many 
lost  marks  because  they  did  not  know  how  to  compute  the  amount 
for  adjustment  due  to  the  change  from  straight-lrne  depreciation 
to  diminishing  balance  method. 

Q.6 

The  question  was  less  than  adequately  answered.  Marks  were  lost 
for  not  dealing  with  errors  that  affected  more  than  one  period. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  211  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Marks 

Time:  3  Hours 

18 

Q.1 

(2) 

(a) 

i) 

$6,955. 

(4) 

ii) 

Cash 

Notes  receivable 

Interest  revenue 

$1,110 

$1,000 

110 

Bank  charges 

Accounts  receivable  -  Mr.  John  Axel 

Accounts  payable 

Cash 

$  10 
100 
45 

$  155 

(4) 

(b) 

i) 

Interest  receivable 

Investment  in  bonds 

Discount  on  bond  investment 

Cash 

$  500 

100,000 

$56,500 

44,000 

(2) 

ii) 

at  12%,  PV  of  principal  for  10  years  =  .32197  x 
12%,  PV  of  annuity  of  $20,000  =  5.65022  x 

:  $1  mil 
$20,000 

=  $321,970 
=  113,004 

$434,974 

The  bonds  were  issued  3  months  into  their  life  and  therefore  the  approximate  yield 

(4) 

(c) 

0 

Machine 

Discount  on  notes  payable 

Cash 

Notes  payable 

$43,522 

16,478 

$10,000 

50,000 

Alternate  Entry 

Machine 

Cash 

Notes  payable 

$43,522 

$10,000 

33,522 

(1) 

ii) 

The  cost  principle. 

(1) 

iii) 

The  matching  principle. 

21 

Q2 

(a) 

(6)  i)  Cost  Method 

(11)  ii)  Equity  Method 

Investment  in  Riverview  $60,000 

Cash  $60,000 


Investment  in  Riverview 
Cash 


$60,000 

$60,000 
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Investment  in  Riverview 
Investment  revenue 


Dividends  receivable 
Dividend  income 

Dividends  receivable 
Investment  in  Riverview 


Investment  revenue 

Investment  in  Riverview 


Investment  revenue 

Investment  in  Riverview 


Cost  Method  Equity  Method 
No  entry 

$10,000 

$10,000 


$  4,000 
$  4,000 


$  4,000 
$  4,000 


No  entry 


$  400 

$  400 


No  entry 


$  1,200 
$  1,200 


(b) 

(2)  i) 


Cost  method: 

Portfolio  investments  normally  less  than  20%  of  voting  stock  and  no  significant 
influence. 


(2)  ii)  Equity  method: 

Voting  stock  owned  in  the  20%  to  50%  range  with  significant  influence. 


16  Q.3  (a) 

(5)  i)  19X1 

19X2 
19X3 
19X4 
19X5 

(2)  ii)  $167,500 


$22,500  + 

$  8,400  - 

$30,900 

36,800  - 

3,600  = 

33,200 

43,700  - 

11,100  = 

32,600 

34,600  - 

400  - 

34,200 

29,900  + 

6,700  - 

36,600 

iii)  No.  The  totals  are  the  same  because  the  January  2, 19X1  and  December  31,  19X5 
inventories  are  properly  stated.  The  year-to-year  errors  balance  out  to  0. 


Continued. . . 
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(6)  (b)  i)  FIFO 

ii)  FIFO 

iii)  FIFO 

iv)  LIFO 

v)  FIFO 

vi)  LIFO 

vii)  LIFO 

viii)  FIFO 

ix)  LIFO 

x)  LIFO 

xi)  FIFO 

xii)  FIFO 

12  Q.4  1982 


February  1 

Cash 

$  100 

Dividend  income  OR 

Interest  revenue 

$  100 

March  1 

Cash 

$4,925 

Temporary  investment  -  Parker 

bonds 

$4,600 

Accrued  interest  receivable 

Interest  revenue 

Gain  on  sale  of  temporary 

150 

100 

investments 

75 

April  1 

Cash 

$  300 

Interest  revenue 

Interest  receivable 

$  150 
150 

‘June  1 

Temporary  investment  -  Willis  bonds 
Accrued  interest  receivable 

$7,900 

300 

Cash 

$8,200 

August  1 

Cash 

$  100 

Dividend  income 

$  100 

‘September  I 

Cash 

$  600 

Accrued  interest  receivable 

$  300 

Interest  revenue 

300 

October  1 

Cash 

$  300 

Interest  revenue 

$  300 

December  31 

Accrued  interest  receivable 

$  550 

Interest  revenue 

$  550 

Loss  on  temporary  investment 

$  200 

Temporary  investment  OR 

Allowance  for  decrease  in 
market  value  of  temporary 
investments 

$  200 

*  Alternate  Entries 

June  1 

Temporary  investment  -  Willis  bonds 
Interest  revenue 

Cash 

$7,900 

300 

$8,200 

September  1 

Cash 

$  600 

Interest  revenue 
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18  Q.5 

(6)  (a)  i)  This  is  an  accounting  error. 

ii)  Prior  period  error  correction  (Retained  earnings)  $8,800 

Accumulated  depreciation  $8,800 

[(25,000  -  $3,000)  /10  years  -  $2,200  x  4  -  $8,800] 


iii)  Depreciation  expense 

Accumulated  depreciation 


$2,200 


$2,200 


(6)  (b) 

i)  This  is  a  change  in  estimate. 


ii)  No  entry  required.  Prospective  treatment,  that  is,  undepreciated  balance  appor¬ 
tioned  over  remaining  life. 


iii)  Depreciation  expense  $1,200 

Accumulated  depreciation 
[($25,000  -  $3,000  -  $8,800)  /II  years  =  $1,200] 


(6)  (c) 

i)  This  is  a  change  in  accounting  policy  or  principle. 

ii)  Prior  period  adjustment  (Retained  earnings)  $4,600 

Accumulated  depreciation 
[($9,000  -  $4,400  =  $4,600)] 


iii)  Depreciation  expense  $3,200 

Accumulated  depreciation 
[.20  (25,000  -  9,000)  -  $3,200] 


15 


Q.6 

1982 

1983 

Reported  net  income 

$41,000 

$46,000 

(3) 

(a)  Supplies 

500 

-  200 

(3) 

(b)  Wages 

—  600 

—  200 

(3) 

(c)  Billings 

6,000 

-3,000 

(3) 

(d)  Miscellaneous 

-  300 

—  400 

(3) 

(e)  Depreciation 

-4,000 

-4,000 

Accrual  basis  net  income 

$42,600 

$38,200 

$1,200 


$4,600 


$3,200 


1984 

$39,000 

900 

300 

7,000 

500 

-4,000 

$43,700 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
December,  1983 

^ar*4S  Time:  3  Hours 


Q.l  Henderson  Company  sold  $150,000,  five  year,  10%  bonds  for  $158,000  which  includes 
accrued  interest.  Interest  is  paid  at  5%  semi-annually  on  June  30  and  December  31,  The 
bonds  were  dated  January  1,  1982,  and  were  sold  March  31,  1982.  Henderson  Company 
has  a  June  30  year-end. 


REQUIRED: 

(10)  (a)  Prepare  all  necessary  journal  entries  for  the  bonds  from  March  31,  1982,  through 

December  31,  1982.  Assume  the  straight-line  method  of  amortization  with  semi¬ 
annual  amortization.  Round  all  amounts  to  the  nearest  dollar. 

(10)  (b)  On  September  30,  1984,one-half  the  bonds  were  redeemed  at  102.  Prepare  the  journal 

entry  for  the  redemption. 


1982 

1983 

Gross  sales 

$400,000 

$450,000 

Returns 

20,000 

30,000 

Net  sales 

$380,000 

$420,000 

Cost  of  goods  sold 

250,000 

300,000 

Gross  margin 

$130,000 

$120,000 

Expenses: 

Selling 

10,000 

12,000 

Administrative  (including  income  taxes) 

40,000 

38,000 

General 

4,000 

5,000 

Net  income  before 
extraordinary  items 

76,000 

65,000 

Extraordinary  items,  net  of  tax 

10,000 

(5,000) 

Met  income 

$  86,000 

$  60,000 

Shares  of  common  stock  outstanding 

100,000 

100,000 

The  company  has  10,000  preferred  convertible,  cumulative  shares  outstanding.  Dividend 
requirement  is  $1.00  per  share.  Each  preferred  share  is  convertible  into  three  shares  of 
common.  Tax  rate  is  40%.  In  addition,  options  were  outstanding  during  both  years 
These,  if  exercised,  would  account  for  an  additional  1 0,000  shares  of  common  stock.  For 
each  common  share,  the  option  holder  must  pay  $15.00  on  the  exercise  of  each  option 
Expected  rate  of  return  is  10%  before  tax. 

REQUIRED: 


(10)  (a)  Using  the  information  above,  prepare  in  good  form,  the  required  earnings  per  share 

information  for  1983.  Carry  calculations  to  four  decimal  places. 


(5) 

(5) 


(b)  Prepare  a  multiple-step  comparative  income  statement  including  a  vertical  percentage 
analysis  (round  figures  to  nearest  percent).  Use  net  sales  as  the  base  amount. 

Note:  It  is  not  necessary  to  include  dollar  amounts,  only  the  percentages  are  required. 

(c)  What  advantages  does  percentage  analysis  have  over  an  analysis  of  the  income 
statement  stated  in  absolute  amounts? 


Page  138 


Page  1  of  4 


20 


Q.3  Financial  data  from  the  records  of  the  Cash  Creek  Company  are  shown  below: 


December  31 


Item 

1982 

1983 

Cash 

Non-cash  accounts: 

$  30,000 

$  29,800 

Investments,  long-term 

10,000 

Operational  assets  (net) 

60,000 

59,000 

Patent  (net) 

3,000 

2,700 

Other  assets 

7,000 

7,000 

$100,000 

$108,500 

Bonds  payable 

$  40,000 

$  20,000 

Capital  stock,  par  $10 

Contributed  capital  in  excess 

35,000 

40,000 

of  par 

4,500 

Retained  earnings 

25,000 

44,000 

Additional  data  for  1983: 

$100,000 

$108,500 

(a)  Purchased  temporary  investment  $3,000. 

(b)  Depreciation  expense  $8,000. 

(c)  Paid  cash  dividend  $4,000. 

(d)  Shares  of  common  stock,  at  a  market  value  of  $19  per  share,  were  exchanged  for 
bonds. 

REQUIRED: 

In  good  form,  prepare  a  Statement  of  Changes  in  Financial  Position,  cash  basis,  for  the 
year  ended  December  31,  1983. 
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20  Q.4  Wecha  Corporation  sells  a  line  of  products  that  carries  a  three  yearwarranty  against 

defects.  Based  on  industry  experience,  the  estimated  warranty  costs  related  to  dollar  sales 
are:  the  first  year  after  sale  —  2%  of  sales;  second  year  after  sale  —  4%  of  sales;and  third 
year  after  sale  —  5%  of  sales.  Sales  and  actual  warranty  expenditures  for  the  first  three 
year  periods  were  as  follows: 


Cash 

Actual  Warranty 

Sales 

Expenditures 

1981 

$  90,000 

$  1,000 

1982 

110,000 

5,000 

1983 

130,000 

10,000 

Warranty  expense  is  an  item  which  could  result  in  timing  differences.  For  accounting 
purposes,  an  estimated  warranty  expense  appears  on  the  income  statement,  whereas  the 
tax  expense  is  the  amount  actually  paid. 

REQUIRED: 

( 1 0)  (a)  Give  all  necessary  entries  for  the  three  years  for  sales  and  warranties.  Do  not  prepare 

the  income  tax  entries  in  this  part.  Use  the  following  format  in  your  examination 
booklet  and  show  all  calculations  clearly. 

1981  1982  1983 

Account  DR  CR  DR  CR  DR  CR 

(10)  (b)  Assume  a  tax  rate  of  40%  and  net  income  of:  1981,  $20,000;  1982,  $30,000;  1983, 
$40,000.  Prepare  a  journal  entry  for  each  of  the  three  years  to  record  income  tax 
expense  using  tax  allocation  methods.  Show  all  calculations  clearly. 
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20 


Q.5  Anderson  and  Boyd  are  partners  in  a  small  video  sales  and  rental  company.  Their  profit 
and  loss  sharing  agreement  stipulates  that  interest  of  20%  is  to  be  allowed  on  beginning 
capital  balances,  annual  salaries  of  $20,000  to  Anderson  and  $16,000  to  Boyd,  and  that 
the  remaining  profit  or  loss  be  shared  2: 1  by  Anderson  and  Boyd  respectively.  The 
January  1,  1983,  condensed  balance  sheet  is: 

Anderson  and  Boyd 
Balance  Sheet 
As  at  January  1,  1983 


Assets 


Cash 

$10,000 

Inventory 

20,000 

Office  equipment 

8,000 

Accumulated  depreciation 

(2,000) 

Other  assets 

3,000 

Total  assets 

$39,000 

lities 

Anderson 

$19,000 

Boyd 

20,000 

Total  equities 

$39,000 

Income  to  June  30,  1983,  was  $30,000.  Up  to  that  point,  Anderson  had  drawings  of  $8,000 
and  Boyd  had  drawings  of  $2,000.  The  partners  decided  to  admit  Carmichael  as  a  partner 
on  July  1,  1983.  Carmichael  brought  in  video  discs  with  a  market  value  of  $5,000.  This 
was  to  be  the  amount  of  his  capital.  The  profit  and  loss  sharing  agreement  was  amended 
as  follows: 

Interest  of  20%  on  beginning  capitals.. 

Annual  salaries  $20,000  to  Anderson;  $16,000  to  Boyd. 

Remaining  profit  or  loss  in  equal  parts. 

The  company  reported  profits  of  $80,000  for  1 983,  and  each  partner  withdrew  $  1 0,000  for 
the  year. 

REQUIRED: 

Prepare  a  Statement  of  Changes  in  Partners’  Capital  Accounts  from  January  1,  1983  to 
December  31,  1983. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

Overall  the  examination  was  well  done;  no  major  problems  were 
encountered.  It  was  obvious  that  those  who  passed  had  mastered 
the  entire  course  and  were  well  prepared.  Many  who  failed  had 
omitted  at  least  one  question  which  suggests  that  they  were  not 
prepared  in  all  areas. 

Specific 

Q.l  The  problems  encountered  here  were  mainly  those  of  (i)  not 
recognizing  accrued  interest,  and  (ii)  not  amortizing  the 
premium  over  57  months,  i.e.,  the  remaining  life  of  the 
bonds . 

0.2  Again  no  major  problems  were  encountered.  Quite  a  number 
of  students  misinterpreted  part  (c)  and  gave  an  analysis 
of  the  company  instead  of  a  general  commentary. 

Q . 3  Again  the  students  were  well  prepared.  This  type  of  ques¬ 
tion  is  comprehensive,  covering  many  topics.  The  one  point 
missed  was  that  of  the  temporary  investments,  both  as  a 
purchase  and  sale  through  the  "other  asset"  account. 

Q . 4  Part  (a)  of  this  question  was  not  handled  well,  the  main 
problem  being  that  the  students  could  not  correctly  cal¬ 
culate  the  warranty  expense  percentage  which  was  11% 
(2%  +  4%  +  5%).  This  was  really  a  question  on  a  very  basic 
accounting  principle,  i.e.,  the  matching  principle. 

0.5  The  examiner  is  at  a  loss  to  understand  why  partnership 
accounting  gives  students  trouble.  They  generally  do  poor¬ 
ly  and  this  exam  was  no  exception.  Perhaps  the  students  do 
not  pay  enough  attention  to  this  topic  because  they  feel 
they  know  it  well  from  a  previous  course.  Whatever  the 
reason  the  results  were  not  good.  The  most  glaring  fault 
was  that  many  students  do  not  know  what  a  statement  of 
changes  in  partners'  capital  looks  like. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


20 


Q.l  March  31,  1982 

(10)  (a)  Cash  $158,000.00 

Premium  on  bonds 
Bonds  payable 
Interest  expense 

Interest  expense  10%  of  $150,000  for  three  months. 

June  30,  1982 

Interest  expense  '  $  7,500.00 

Cash 

Premium  on  bonds  224.00 

Interest  expense 

Amortization  is  $4,250/57  months  for  three  months  ($223.68). 


December  31,  1982 

Interest  expense 
Cash 

Premium  on  bonds 
Interest  expense 

($4,250/57  «  6  =  $447.36) 

(10)  (b)  September  30,  1984 

Bonds  payable 
Premium  on  bonds 
Loss  on  redemption 
Cash 


$  7,500.00 
447.00 


$  75,000.00 
1,006.57 
494.43 


Premium  left  is  $4,250/57  for  twenty-seven  months  times  one  half. 


$  4,250.00 
150,000.00 
3,750.00 


$  7,500.00 
224.00 


$  7,500.00 
447.00 


$  76,500.00 


20 


(10)  (a)  Basic  earnings  per  share  ^ 

Before  extraordinary  items  ($65,000  -  $10,000)/ 100,000  -55 

Extraordinary  items  ($5,000)/ 100.000  (^05^ 

After  extraordinary  items  ($60,000  -  $10,000)/ 100,000  ^0 

Fully  diluted  earnings  per  share. 

The  incremental  rate  of  return  on  the  preferred  is  $  1 . 00/  3  or  .33,  and  on  the  options  is 

$15.00  «  .10  *  .60  after  tax  or  .90.  Therefore,  we  can  ignore  the  options,  as  they  are 

antidilutive. 

EPS 


Before  extraordinary  items  ($65,000  -  $10,000  +  $10,000)/ 
(100,000  +  30,000) 

Extraordinary  items  ($5,000)/ 130,000 

After  extraordinary  items  ($60,000  -  $10,000+  $10,000)/ 130,000 


.50 

(.0385) 

.4615 
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1982 

1983 

% 

% 

Gross  sales 

105 

107 

Returns 

5 

7 

100 

100 

Cost  of  goods  sold 

66 

71 

Gross  margin 

34 

29 

Expenses: 

Selling 

3 

3 

Administrative  (including  income  taxes) 

11 

9 

General 

I 

1 

Net  income  before  extraordinary  items 

20* 

15 

Extraordinary  items,  net  of  tax 

3 

(1) 

Net  income 

23 

14 

Differences  due  to  rounding  .  * 

(5)  (c)  The  conversion  of  absolute  amounts  to  percentages  facilitates  interpretation  and 

evaluation  of  trends.  The  examiner  expected  a  paragraph  developing  this  theme, 
using  examples. 

20  Q.3  Cash  Creek  Company 

Statement  of  Changes  in  Financial  Position 
Cash  Basis 

For  year  ended  December  31,  1983 


Cash  generated 


Net  income 

$23,000 

Add  depreciation 

8,000 

Add  amortized  patents 

300 

From  continuing  operations 

$31,300 

Other  sources: 

Sale  temporary  investment 

3,000 

$34,300 

Financing  and  investing  activity 

not  affecting  cash: 

Common  shares  issued  to  retire  bonds 

$  9,500 

Decrease  in  cash  for  period 

200 

Total  cash  generated 

$44,000 

Cash  applied 

Purchase  operational  assets 

$  7,000 

Payment  of  dividends 

4,000 

Retirement  of  bonds 

10,500 

Purchase  of  long-term  investment 

10,000 

Purchase  of  temporary  investment 

3,000 

$34,500 

Financing  and  investing  activity 

not  affecting  cash: 

Bonds  retired  by  issuing  common  shares 

$  9,500 

Total  applied 

$44,000 
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20 


20 


(a) 

1981 

1982 

1983 

Account 

DR  CR 

DR  CR  DR  CR 

Cash 

$90,000 

$110,000 

$130,000 

Sales 

$90,000 

$110,000 

$130,000 

Warranty  expense 

9,900 

12,100 

14,300 

Estimated  liability 

9,900 

12,100 

14,300 

Estimated  liability 

1,000 

5.000 

10,000 

Cash 

1,000 

5.000 

10,000 

(b) 

Accounting  income 

$  20,000 

$ 

30,000 

$  40,000 

Add  back  estimated 

9,900 

12,100 

14,300 

Deduct  actual 

1,000 

5,000 

10,000 

Taxable  income 

$  28,900 

$ 

37,100 

$  44,300 

Tax  at  40% 

$  11,560 

$_ 

14,840 

$  17,720 

Tax  expense 

8,000 

12,000 

16,000 

Tax  payable 

11,560 

14,840 

17,720 

Deferred  tax 

3,560 

2,840 

1,720 

Anderson,  Boyd  and  Carmichael 

Statement  of  Partners'  Capital 

January  1,  1983  to  December  31,  1983 

A 

B 

C 

Total 

Beginning  balances 

$19,000 

$20,000 

$39,000 

Income  to  June  30 

17.300 

12,700 

30,000 

Drawings  to  June  30 

-8,000 

-2,000 

-10,000 

Balances  to  June  30 

28,300 

30,700 

59,000 

Admit  Carmichael 

$  5,000 

5,000 

Income  July  1  to  December  31  21,363 

19,603 

9,034 

50,000 

Drawings 

-2,000 

-8.000 

-10,000 

-20,000 

Ending  balances 

47,663 

42,303 

4,034 

94,000 

Income  to  June  30,  1983 
Interest  10%  (half  year) 

1,900 

2,000 

3,900 

Salaries  (half  year) 

10,000 

8,000 

18,000 

Remainder 

5,400 

2,700 

8,100 

Totals 

17,300 

12,700 

30,000 

Income  July  1  to  December  31 

6,400 

Interest  10%  (half  year) 

2,830 

3,070 

500 

Salaries  (half  year) 

10.000 

8,000 

8,534 

18,000 

Remainder 

8,533 

8,533 

25,600 

Totals 

$21,363 

$19,603 

$  9,034 

$50,000 

100 


END  OF  SOLUTIONS 


S222  D83 


Page  145 


Page  3  of  3 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
March,  1984 


Marks 


Time:  3  Hours 


20  Q.  1  The  Western  Lumber  Company’s  taxable  incomes  are  shown  below.  The  average  tax  rate 
over  the  period  was  40%.  No  permanent  or  timing  differences  exist. 


1980 


1981 


1982 


1983 


Accounting  income 
(or  loss) 


$20,000  $(40,000)  $15,000  $40,000 


REQUIRED: 

Using  the  following  format  in  your  examination  booklet: 

(10)  (a)  Prepare  journal  entries  to  record  income  taxes  for  1981  and  1982  only.  Assume  that 

virtual  certainty  exists  in  the  year  of  the  loss. 

(5)  (b)  Prepare  journal  entries  to  record  income  taxes  for  1 98 1  and  1 982.  Assume  that  virtual 

certainty  does  not  exist. 


1981 


1982 


Account  Name 


DR 


CR 


DR 


CR 


Income  tax  expense 
Income  tax  payable 
etc. 
etc. 


(5)  (c)  Explain  the  terms  permanent  differences  and  timing  differences. 
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20  Q.2 


30  Q.3 
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On  June  1,  1984.  Connelly,  Gardiner,  and  Arbuthnot,  who  share  profits/ losses  in  a  3:2: 1 
ratio,  decide  to  wind  up  their  partnership.  The  company  has  a  May  31  year-end,  and  a 
summarized  balance  sheet  on  June  1,  1984,  after  the  income  for  the  year  has  been 
distributed,  is  as  follows: 


Cash 

$10,000 

Inventory 

15,000 

Machinery  (net) 

12,000 

Patents 

5,000 

$42,000 

Connelly 

$20,000 

Gardiner 

24,000 

Arbuthnot 

(2,000) 

$42,000 

The  liquidation  proceeds  as  follows: 

June  15  Entire  inventory  sold  for  $10,000. 

June  21  All  machinery  sold  for  $20,000. 

June  30  The  patents  are  written-off  as  worthless. 

July  10  An  unrecorded  liability  for  $6,000  is  discovered  and  recorded. 

July  12  The  liability  is  paid. 

July  15  An  error  is  discovered  in  the  computation  of  the  previous  year’s  income.  It 
was  overstated  by  $10,000  because  the  ending  inventory  was  overstated. 
July  31  The  cash-on-hand  is  paid  out. 


REQUIRED: 


In  good  form,  prepare  a  Statement  of  Partners’  Capital  Accounts  from  June  1  to  July  31, 
1984.  The  statement  should  detail  each  step  in  the  liquidation  process.  Arbuthnot  is 
personally  insolvent.  Round  all  items  to  the  nearest  dollar. 


Able  Company  Ltd.  has  asked  your  assistance  in  the  preparation  of  general  price-level 
adjusted  financial  statements.  The  company’s  summarized  historical  cost  statements  are: 


Able  Company  Ltd. 

Balance  Sheets 

As  at  December  31,  1982  and  December  31,  1983 


Cash 

Accounts  receivable 

Inventory 

Machinery 

Accumulated  depreciation 
Land 


Accounts  payable 
Capital  stock 
Retained  earnings 


1982 

1983 

$  4,400 

$  2,500 

13,000 

15,000 

18,000 

20,000 

6,000 

8,000 

(2,200) 

(3,000) 

8,800 

18,000 

$48,000 

$60,500 

$  4,000 

$  7,000 

38,000 

38,000 

6,000 

15,500 

$48,000 

$60,500 
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Able  Company  Ltd. 

Income  Statement 

For  the  year  ended  December  31,  1983 


Sales 

Cost  of  goods  sold: 
Beginning  inventory 
Purchases 
Goods  available 
Ending  inventory 


$82,000 


$18,000 

43.600 

61.600 

20,000 


41,600 


Gross  margin 


$40,400 


Expenses: 

Depreciation 

Salaries 

Other  (including  taxes) 


$  800 
16,000 

10,100  26,900 


Net  income 


$13,500 


Dividends 

Transferred  to 
retained  earnings 

Half  of  the  dividends  were  paid  at  mid-year,  the  other  half  at  year-end.  Additional 
machinery  was  acquired  at  the  start  of  the  year.  Machinery  is  depreciated  on  the 
assumption  of  a  ten  year  life  and  zero  residual  value  under  the  straight-line  method. 
Expenses  were  paid  uniformly  during  the  year.  Purchases  and  sales  occurred  uniformly 
during  the  year.  The  ending  inventory  is  assumed  to  be  acquired  at  current  year-end 
prices;  the  beginning  inventory  was  acquired  at  year-end  prices  of  the  prior  year.  Assume 
that  land  was  purchased  in  mid-year. 

The  original  machinery,  costing  $6,000,  and  land,  costing  $8,800,  were  bought  several 
years  ago  when  the  company  was  formed  and  the  price  index  was  120.  Other  relevant 
price  index  data  are  as  follows: 


$  4,000 


$  9,500 


Price  Index 

December  31,  1983  154 

December  31,  1982  140 

Average  for  1983  and  mid-year  value  145 

REQUIRED: 

(20)  (a)  Calculate  the  general  price-level  gain  or  loss  on  monetary  items  for  1983.  Round  all 

items  to  the  nearest  dollar. 

(10)  (b)  Prepare  a  general  price-level  adjusted  income  statement  for  1983.  Round  all  items  to 

the  nearest  dollar. 
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20  Q.4  The  accounts  of  Biggins  Company  reflect  the  following  data: 


December  31 

1983 

1984 

Cash 

$  34,000 

$  33,500 

Accounts  receivable  (net) 

12,000 

17,000 

Inventory 

16,000 

14,000 

Long-term  investments 

6,000 

Operational  assets 

80,000 

98,000 

Treasury  stock 

11,500 

Total  debits 

$148,000 

$174,000 

Accumulated  depreciation 

$  48,000 

$  39,000 

Accounts  payable 

19,000 

12,000 

Bonds  payable 

10.000 

3.0,000 

Common  stock,  no  par 

50,000 

65,000 

Retained  earnings 

21,000 

28,000 

Total  credits 

$148,000 

$174,000 

Additional  data  for  the  year  ended  December  31.  1984,  follows: 

(a)  Sales  on  account,  $70,000. 

(b)  Purchases  on  account.  $40,000. 

(c)  Depreciation,  $5,000. 

(d)  Expenses  paid  in  cash,  $18,000. 

(e)  Decrease  in  inventory,  $2,000. 

(f)  Sold  operational  assets  for  $6,000  cash;  cost,  $21,000  and  two-thirds  depreciated. 

(g)  Purchased  operational  assets  for  cash,  $9,000. 

(h)  Purchased  operational  assets;  exchanged  unissued  bonds  payable  of  $30,000  in 
payment. 

(i)  Sold  the  long-term  investments  for  $9,000  cash. 

(j)  Purchased  treasury  stock  for  cash,  $1 1,500. 

REQUIRED: 

Prepare  a  worksheet  to  develop  a  Statement  of  Changes  in  Financial  Position,  cash  basis, 
for  1984.  You  may  use  the  T  account  method. 
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10  Q.5  Armstrong  Company  is  a  manufacturer  of  dairy  products.  The  following  information 

was  extracted  from  a  recent  financial  report: 


1981 

1982 

1983 

Sales 

$14,000,000 

$13,000,000 

$12,000,000 

Net  income 

100,000 

140,000 

160,000 

Interest  expense,  net 
of  income  tax 

10,000 

2,000 

9,000 

Shareholders’  equity 

1,400,000 

1,450,000 

1,460,000 

Shares  of  common 
stock  outstanding* 

20,000 

20,000 

24.000 

Total  assets 

3,500,000 

3,500,000 

3,700.000 

Market  value  per 
share 

$66.00 

$72.00 

$45.00 

*Note:  On  December  31, 

1983.  4,000  common  shares 

were  issued  as  a  stock  dividend. 

REQUIRED: 

(5)  (a)  Compute  the  following  for  1982  and  1983: 

i)  profit  margin  ratio 

ii)  return  on  investment  ratio 

iii)  financial  leverage  ratio 

iv)  earnings  per  share 

v)  price  earnings  ratio 

Carry  computations  to  three  decimal  places  (e.g.,  12.782%). 

(5)  (b)  Which  of  the  above  ratios  would  you  prefer  as  a  measure  of  profitability?  Why? 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 

ACCOUNTING  222  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 

Marks 

20  Q.l 

(10)  (a) 

Account  Name 

Income  tax  expense 
Income  tax  payable 
Tax  refund  receivable 
Tax  benefit  available 
Provision  for  income  taxes 

(5)  (b) 

Account  Name 

Income  tax  expense 
Income  tax  payable 
Tax  refund  receivable  $8,000 

Provision  for  income  taxes  $8,000 

Loss  carry  forward 

benefit  realized  $6,000 

(5)  (c)  Permanent  Differences.  Items  that  are  reflected  on  the  income  statement  but  are 

never  permitted  on  the  income  tax  return;  and,  alternatively,  items  that  are  never 
reflected  on  the  income  statement  but  must  be  reflected  on  the  income  tax  return  are 
known  as  permanent  differences. 

Timing  Differences.  Differences  between  the  periods  in  which  transactions  or  items 
affect  accounting  income  and  periods  in  which  they  affect  taxable  income  give  rise  to 
a  tax  difference  between  the  periods;  these  are  known  as  timing  differences.  Timing 
differences  originate  in  one  period  and  reverse  or  turn  around  in  one  or  more 
subsequent  periods.  Some  timing  differences  reduce  income  taxes  that  would 
otherwise  be  payable  in  the  current  period,  while  other  differences  increase  income 
taxes  that  would  otherwise  be  payable  in  the  current  period. 


Connelly 

Gardiner 

Arbuthnot 

Total 

Beginning  balance 

$20,000 

$24,000 

$-2,000 

$42,000 

Sale  of  inventory-loss 

-2,500 

-1,667 

-  833 

-5,000 

Sale  of  machinery-gain 

4,000 

2,667 

1,333 

8,000 

Write-off  of  patents-loss 

-2,500 

-1,667 

-  833 

-5,000 

Record  liability-loss 

-3,000 

-2,000 

-1,000 

-6,000 

Loss  of  Arbuthnot 

-2,000 

-i,333 

3,333 

- 

Cash  payment 

-14,000 

-20,000 

- 

-34,000 

Ending  balance 

0 

0 

0 

0 

Note:  The  error  in  the  previous  year’s  income  does  not  require  an  adjustment,  because  all 
the  inventory  was  sold  on  June  15  and  this  entry  will  automatically  take  care  of  the 
problem. 


1981 

DR  CR 


$8,000 

8,000 


$16,000 


1981 

DR  CR 


Time:  3  Hours 


1982 

DR  CR 


$6,000 


$6,000 


1982 

DR  CR 

$6,000 
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Historical 

Factor 

GPLA 

Beginning  net 

monetary  assets 

$13,400 

154/140 

$  14,740 

Sales 

82,000 

87,090 

$95,400 

$101,830 

Deduct: 

Purchases 

$43,600 

$  46,306 

Salaries 

16,000 

16,993 

Other  expenses 

10,100 

10,727 

Dividends 

4,000 

Note  (1) 

4,124 

Land  purchase 

9,200 

154/145 

9,771 

Machinery  purchase 

2,000 

154/140 

2,200 

$10,500 

$11,709 

Monetary  loss 

1,209 

$10,500 

Note  (1):  $2,000  *  154/145  plus  $2,000  * 

154/154. 

Able  Company  Ltd. 

Income  Statement 

For  the  year  ended  December  31,  1983 

Factor 

Sales 

Cost  of  goods  sold: 

$87,090 

154/145 

Beginning  inventory 

$19,800 

154/140 

Purchases 

46,306 

154/145 

Goods  available 

$66,106 

Ending  inventory 

20,000 

46,106 

154/154 

Gross  margin 

Expenses: 

$40,984 

Depreciation 

$  990 

Note  (2) 

Salaries 

16,993 

154/145 

Other  (including  taxes) 

10,727 

28,710 

$12,274 

154/145 

Monetary  loss 

1,209 

Net  income  adjusted 

$11,065 

Note  (2):  Depreciation  of  $800  consists  of  $200  on  the  1983  purchase  and  $600  on  the 
earlier  purchase.  $200  *  154/140  plus  $600  *  154/120. 
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Account 

Balance  Reference 

Debit 

Credit 

Balance 

Cash 

34,000  (1) 

500 

33,500 

Accounts  receivable 

12,000  (b) 

5,000 

17,000 

Inventory 

16,000  (c) 

2,000 

14,000 

Long-term  investments 

6,000  (d) 

6,000 

0 

Operational  assets 

80,000  (e) 

9,000 

98,000 

(g/h) 

30,000 

21,000 

Treasury  stock 

0  O') 

11,500 

11,500 

148,000 

174,000 

Accumulated  depreciation 

48,000  (f) 

5,000 

39,000 

(g) 

14,000 

Accounts  payable 

19,000  (m) 

7,000 

12,000 

Bonds  payable 

10,000  (h/i) 

10,000 

.30,000 

30,000 

Common  stock 

50,000  (k) 

15,000 

65,000 

Retained  earnings 

21,000  (a) 

7,000 

28,000 

148,000 

174,000 

Net  income 

(a) 

7,000 

Accounts  receivable  income 

(b) 

5,000 

Inventory  decrease 

(c) 

2,000 

Gain  long-term  investments 

(d) 

3,000 

Depreciation 

(0 

5,000 

Loss  operational 

(g) 

1,000 

Accounts  payable  decrease 

(m) 

7,000 

Sale  long-term  investments 

(d) 

9,000 

Sale  operational 

(g) 

6,000 

Sold  shares 

00 

15,000 

Paid  bonds 

(i) 

10,000 

Purchase  treasury  stock 

0) 

11,500 

Purchase  operational  assets 

(e) 

9,000 

Decrease  cash 

0) 

,500 

Bonds/ operational  assets 

(h) 

30,000 

30,000 

162,000 

162,000 

Q.5 

1982 

1983 

(5) 

(a)  i) 

Profit  margin:  net  income/net  sales 

1.077% 

1.333% 

ii) 

ROLnet  income  /  shareholders’  equity 

9.655% 

10.959% 

(net  income  +  adjusted  interest 
expense)/total  assets 

4.057% 

4.568% 

iii) 

Leverage  factor  ROI  (owners)  -  ROI  (assets) 

5.598% 

6.391% 

iv) 

EPS  (note  that  the  stock  dividend  in  1983 
is  assumed  to  have  taken  place  in  1982) 

$5,833 

$6,667 

v) 

Price  earnings:  market  price/ EPS 

12.343 

6.74 

(5)  (b)  The  ratio  of  ROl  is  superior  to  the  profit  margin  ratio  as  a  measure  of  profitability 

because  investment  is  considered.  Whether  assets  or  owners’  equity  is  given  depends 
on  the  user.  Owners  would  use  return  on  owners’  equity  to  look  at  management  ;one 
should  use  return  on  assets. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

20 


ACCOUNTING  222  EXAMINATION 
June,  1984 


Time:  3  Hours 

Q.  1  Adamson  and  Ford  are  partners  in  a  successful  travel  agency.  They  are  about  to  admit  Kolbe 

to  the  partnership.  They  have  asked  you  to  look  at  their  accounts  prior  to  that  event. 

The  partnership  was  formed  at  the  beginning  of  1979  and  profits/losses  are  shared  on  a 
2:1  basis  by  Adamson  and  Ford,  respectively.  During  your  audit,  you  uncovered  the  fol¬ 
lowing  errors  in  the  accounts: 

The  inventory  of  tickets  at  December  31,  1979  was  overstated  by  $1,000. 

The  inventory  at  December  31,  1981  was  understated  by  $6,000. 

On  January  1,  1981,  a  five-year  insurance  policy  was  acquired  for  $1,500  and  charged  to 
expense. 

Accrued  expenses  of  $500  for  1982  were  not  recorded  at  year-end.  These  were  paid  in  January 

1983. 

Accrued  expenses  of  $800  for  1983  were  not  recorded  at  year-end.  These  were  paid  in  January 

1984. 

On  January  1, 1979,  an  item  for  $5,000  was  incorrectly  charged  to  Adamson’s  account  instead 
of  being  expensed. 

The  books  were  closed  as  of  December  31,  1983.  Net  income  for  January  1984,  before  any 
adjustments  required  for  the  above  items,  was  $30,000.  Capital  balances  at  January  1, 1984, 
are  $50,000  and  $40,000  for  Adamson  and  Ford,  respectively. 

REQUIRED: 

(5)  (a)  Calculate  the  correct  net  income  for  January  1984. 

(5)  (b)  Prepare  journal  entries  at  January  31,  1984,  to  correct  the  accounts.  The  books  have 

not  been  closed  as  of  the  end  of  January,  as  they  are  closed  only  at  December  31  each  year. 

(10)  (c)  In  good  form,  prepare  a  statement  of  changes  in  Partners’  Capital  account  from  Decem¬ 

ber  31,  1983,  to  January  31,  1984.  Show  the  distribution  of  the  corrected  January  income 
and  other  adjustments  separately. 


Page  154 


Page  1  of  4 


20 


Q2 


Snuffy  Ltd.  has  a  December  31  year-end.  Comparative  balance  sheets  and  an  income  state¬ 
ment  on  an  historical  cost  basis  are: 


1984 

1983 

Cash 

$150,000 

$100,000 

Inventory  (FIFO) 

50,000 

— 

Equipment 

250,000 

250,000 

Accumulated  depreciation 

(132,500) 

(125,000) 

Land  held  for  investment 

50,000 

50,000 

$367,500 

$275,000 

Accounts  payable 

$  40,000 

$  30,000 

Common  shares 

100,000 

100,000 

Retained  earnings 

227.500 

145,000 

$367,500 

$275,000 

Income  Statement 

For  Year  Ended  December  31,  1984 

Sales 

$457,500 

Cost  of  goods  sold 

$200,000 

Depreciation 

12,500 

Other  expenses 

50,000 

Income  tax 

100,000 

(362.500) 

Net  income  before  extraordinary  item 

$95,000 

Extraordinary  gain 

5.000 

Net  income 

$100,000 

Additional  information: 

1)  An  appropriate  general  price  level  index  is: 


December  31,  1983  110 

January  1,  1984  110 

March  31,  1984  130 

June  30,  1984  140 

September  30,  1984  133 

December  31,  1984  142 

Average  for  1984  130 


2)  The  share  capital  was  issued  when  the  index  was  102.  On  June  30,  1984,  equipment 
which  cost  $10,000  and  was  one-half  depreciated  was  sold  for  a  gain  of  $5,000. 

3)  Sales,  other  than  a  special  bulk  sale  of  $50,000  on  September  30,  1984,  were  made  uni¬ 
formly  throughout  the  year. 

4)  Dividends  were  paid  quarterly;  the  first  payment  was  in  March,  1984. 

5)  The  land  was  purchased  when  the  index  was  115. 

6)  Assume  that  any  other  transactions  not  noted  above  were  made  when  the  index  was  1 30. 


REQUIRED: 

Calculate  the  purchasing  power  gain  or  loss  on  monetary  items.  Show  all  calculations  in 
good  form;  round  to  the  nearest  dollar. 
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Q.3  Alberta  Corporation  was  granted  a  charter  authorizing  the  issuance  of  the  following  classes 
of  shares: 


20 


Preferred:  cumulative,  non-participating,  annual  dividend  of  $0.50  per  share,  pay¬ 

able  semi-annually  on  June  30  and  December  31,  100,000  shares 
authorized. 

Common:  no  par  value,  100,000  shares  authorized. 

The  company  engaged  in  the  following  transactions  during  its  first  year  of  operation  end¬ 
ing  December  31: 

January  1  20,000  preferred  shares  were  issued  at  $15.00  for  cash. 

January  1  10,000  shares  of  common  stock  were  issued  at  $12.00  for  cash. 

June  1  10,000  additional  preferred  shares  were  subscribed  for  at  $13.00  per 

share.  One-half  of  the  cash  was  collected.  The  shares  were  to  be  issued 
on  the  payment  of  the  balance. 

June  30  Preferred  dividends  were  paid. 

July  1  The  balance  of  the  cash  was  received  for  the  preferred  shares. 

July  1  An  additional  20,000  common  shares  were  subscribed  for  at  $15.00. 

Payment  was  to  be  received  in  the  next  financial  year. 

December  31  Preferred  dividends  were  paid. 

December  31  A  $0.20  dividend  was  paid  to  the  common  shareholders. 

REQUIRED: 

(16)  (a)  Prepare  in  good  form  the  journal  entries  for  the  above  transactions,  January  1  through 

December  31.  Make  separate  entries  for  the  eight  transactions. 


(4)  (b)  Explain  fully  the  term  “non-participating” 

Q.4  Recommendations  for  accounting  for  leases  are  derived  from  the  view  that  property  has 
benefits  and  risks  associated  with  its  ownership.  As  a  result  different  methods  of  account¬ 
ing  for  capital  leases  and  operating  leases  were  developed. 


REQUIRED: 


(10)  (a) 

(10)  (b) 


In  light  of  the  above  statement,  how  does  a  capital  lease  differ  in  substance  from  an 
operating  lease?  (Note:  we  are  not  concerned  with  accounting  treatment  but  with  the 
idea  of  risks  and  benefits.) 

Differentiate  between  accounting  for  a  capital  lease  and  an  operating  lease. 
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Q.5  Issuer  Company  sold  $100,000  of  10%  bonds  dated  January  1,  1983,  to  Buyer  Company 
on  March  31,  1983,  at  104  plus  accrued  interest.  The  bonds  will  mature  on  December  31 
1992.  Interest  at  5%  is  paid  on  June  30  and  December  31.  On  July  1,  1986,  Buyer  Com¬ 
pany  sold  the  bonds  to  Issuer  Company  at  105.  Both  companies  use  straight-line 
amortization. 

REQUIRED: 

Select  the  best  answer  for  each  of  the  following  situations.  Answer  each  of  these  items  in 
your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i)  is  the 
best  answer  for  item  (a)  write  (a)  i)  in  your  examination  booklet.  Support  your  answer  with 
calculations  as  part  marks  may  be  earned.  Each  correct  answer  will  receive  4  marks  and 
no  marks  will  be  deducted  for  incorrect  answers.  Select  only  one  answer  for  each  item. 

(4)  (a)  On  March  31,  1983,  Issuer  received  from  Buyer: 

i)  $105,000. 

ii)  $109,000. 

iii)  $104,000. 

iv)  $100,250. 

v)  none  of  the  above. 

(4)  (b)  Interest  expense  (to  the  nearest  dollar)  as  reported  by  Issuer  for  the  year  ended  Decem¬ 

ber  31,  1983,  was: 

i)  $7,500. 

ii)  $7,603. 

iii)  $7,192. 

iv)  $7,397. 

v)  none  of  the  above. 

(4)  (c)  Interest  payment  (to  the  nearest  dollar)  received  by  Buyer  Company  on  December  31, 

1985,  was: 

i)  $5,205. 

ii)  $4,795. 

iii)  $2,603. 

iv)  $5,000. 

v)  none  of  the  above. 

(4)  (d)  On  July  1,  1986,  Buyer  Company  recorded  (to  the  nearest  dollar): 

i)  a  loss  of  $2,600. 

ii)  a  loss  of  $2,333. 

iii)  a  gain  of  $3,384. 

iv)  a  gain  of  $2,667. 

v)  none  of  the  above. 

(4)  (e)  At  July  1,  1986,  the  market  rate  of  interest  was: 

i)  greater  than  10%. 

ii)  less  than  10%. 

iii)  about  5%. 

iv)  about  12%. 

v)  none  of  the  above. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS 1  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 


Overall,  the  exam  posed  no  real  difficulties;  it  was  a  straightforward  exam, 
handled  well  by  most  students.  As  in  previous  sessions,  those  who  passed 
did  well  on  all  questions,  while  those  who  failed  did  poorly  on  all  questions. 


Specific 

Q.l  This  question  on  partnership  was  handled  competently  by  most  students. 

Some  were  not  aware  of  the  form  of  the  partnership  financial  state¬ 
ments.  Marks  were  lost  in  part  (c)  as  a  result. 


Q-2 


Q.3 


Q.4 


This  question  on  price  level  gave  students  trouble.  The  problem 
may  be  that  most  students  ae  used  to  questions  which  ask  for  the 
balance  sheet,  income  statement,  and  the  calculation  of  monetary 
gain  or  loss.  Students  had  obviously  mastered  this  technique. 
However,  this  particular  question  merely  required  the  calculation 
of  the  monetary  gain  or  loss.  Those  who  had  learned  a  set  procedure 
simply  made  a  balance  sheet,  an  income  statement  and  a  calculation 
of  gain/loss.  Obviously,  time  did  not  permit  this.  Students 
should  realize  the  danger  of  merely  memorizing  a  procedure  without 
understanding  it. 

The  question  was  well  answered  except  for  part  (b).  More  than 
half  the  students  thought  that  "non-participating"  meant  having 
no  say  in  decision-making  in  the  company. 

Students  were  well  prepared  in  this  section  even  though  it  was 
new.  The  question  was  well  handled.  Some  students  noted  on  their 
exams  that  this  was  "level  2"  material  and  should  not  be  included. 
They  should  observe  that  all  material,  regardless  of  level,  is 
examinable. 


Q.5 


This  multiple-choice  question  on  bonds  was  designed  to  save  students 
time.  In  general,  it  was  well  answered. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  222  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


20 


Q.l 

(5)  (a)  Income  for  January  as  reported  $30,000 

Insurance  1,500/60  months  ’  (25) 

Add  accrued  expenses  1983  paid  1984  800 

Adjusted  income  $30  775 


(5)  (b)  Insurance  expense  $  25 

Prepaid  insurance  575 

Adamson  -  Capital 
Ford  -  Capital 

To  correct  for  prepaid  insurance  1,500/60  x  23  months  remaining. 


$400 

200 


Ford  -  Capital  $1,667 

Adamson  -  Capital  $1,667 


To  correct  for  $5,000  charged  to  Adamson  -  'A  of  this  would  be  charged  to  Ford. 


Adamson 

$533 

Ford 

267 

Accrued  expenses 

$800 

Accrued  expenses 

800 

Expense 

800 

To  correct  for  items  not  accrued  at  year-end. 

(c) 

Adamson 

Ford 

Total 

Beginning  balance  as  reported 

$50,000 

$40,000 

$  90,000 

Prepaid  adjustment 

400 

200 

600 

Accrued  expense  adjustment 

(533) 

(267) 

(800) 

Incorrect  classification  (5,000) 

1,667 

(1.667) 

0 

Adjusted  beginning 

$51,534 

$38,266 

$89,800 

Net  income  (as  above) 

20,517 

10.258 

30,775 

Balance  January  31 

$72,051 

$48,524 

$120,575 
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Historical 

Index 

GPLA 

Monetary  items  beginning 

70,000 

142/110 

90,364 

Bulk  sale 

50,000 

142/133 

53,383 

Other  sales 

407,500 

142/130 

445,115 

Sale  machine 

10,000 

142/140 

10,143 

Purchases  of  inventory 

250,000 

142/130 

273,077 

Purchases  of  machinery 

10,000 

142/130 

10,923 

Pay  expenses 

50,000 

142/130 

54,615 

Pay  taxes 

100,000 

142/130 

109,231 

Pay  dividends  1st 

4,375 

142/130 

4,779 

2nd 

4,375 

142/140 

4,438 

3rd 

4,375 

142/133 

4,671 

4th 

4,375 

142/142 

4,375 

Monetary  Loss 

22,896 

Monetary  items  end 

110,000 

142/142 

110,000 

20  Q.3 

(16)  (a) 

January  1 
Cash 

Preferred  shares 


DR  CR 

$300,000 

$300,000 


January  1 
Cash 

Common  shares 


120,000 

120,000 


June  1 
Cash 

Preferred  subscriptions  receivable 
Preferred  shares  subscribed 


65,000 

65,000 

130,000 


June  30 

Retained  earnings 
Cash 


5,000 

5,000 


July  1 
Cash 

Preferred  subscriptions  receivable 
Preferred  shares  subscribed 
Preferred  shares 


65,000 

130,000 


65,000 

130,000 


July  1 

Common  shares  subscriptions  receivable 
Common  shares  subscribed 


300,000 

300,000 


December  31 
Retained  earnings 
Cash 


7,500 

7,500 


December  31 

Retained  earnings 
Cash 


2,000 

2,000 
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(4) 


Q.4 

(10) 


(10) 


(b)  Participating  refers  to  those  preferred  shares  which  “participate”  with  common  in 
the  income  paid  out  as  dividends.  Non-participating  means  that  the  preferred  shares 
are  entitled  only  to  the  dividends  as  stated,  e.g.,  5 (ro  of  par,  or  as  above. 

NOTE:  Examiner  expects  to  receive  a  short  essay  developing  the  following  points: 

(a)  A  capital  lease  transfers  substantially  all  the  risks  and  benefits  of  ownership  to  the  lessee. 
It  is  in  essence  an  acquisition  of  an  asset  and  an  incurrence  of  an  obligation  by  the  les¬ 
see  and  a  sale  or  financing  by  the  lessor.  On  the  other  hand,  an  operating  lease  does 
not  transfer  the  risks  and  benefits  of  ownership. 

(b)  A  capital  lease  requires  that  an  asset  and  liability  be  set  up  at  inception.  The  asset  will 
be  depreciated  and  the  liability  extinguished  through  the  payment  of  cash.  An  interest 
expense  will  be  incurred.  The  lessor  will  reduce  assets,  set  up  a  receivable,  receive  cash 
and  interest  income.  In  the  case  of  a  sales-type  lease  a  profit  on  sale  is  recorded.  An 
operating  lease  creates  rental  income  for  the  lessor  and  rent  expense  for  the  lessee. 


20 


Q.5 

(4) 

(a) 

v) 

(4) 

(b) 

iii) 

(4) 

(c) 

iv) 

(4) 

(d) 

v) 

(4) 

(e) 

ii) 

100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
December,  1983 


Marks 


Time:  3  Hours 


NOTE:  Answer  the  questions  ON  THE  EXAMINATION  PAPER  in  the  space  provided. 

8  Q.  I  The  Montreal  Co.  Ltd.  manufactures  and  sells  three  products  M,  T,  and  L.  Under 
normal  circumstances,  production  and  sales  are  expected  to  be  as  follows: 


M  5,000  units 

T  7,000  units 

L  3,000  units 

Standard  unit  prices  and  costs  are  as  follows: 


Sales  price 
Raw  materials 
Direct  labor 
Variable  overhead 
Fixed  overhead 
Variable  selling 

Budgeted  fixed  selling  expenses  are  $3,000 
are  $6,000. 


M  T  L 

$10  $6  $15 

2  2  4 

2  1  3 

1  1  2 

I  1  3 

I  I  2 

budgeted  fixed  administrative  expenses 


REQUIRED: 

(4)  (a)  Montreal  Co.  Ltd.  has  received  an  offer  from  another  manufacturer  to  supply 

product  T  for  $4.50  per  unit.  Should  Montreal  accept  this  offer  if  no  increase  in  sales 
of  M  or  L  is  possible? 


(4)  (b)  The  sales  manager  has  recommended  dropping  product  T  altogether  and  using  the 

production  facilities  thus  made  available  to  produce  more  units  of  M.  The  production 
manager  reports  that  4,000  more  units  of  M  can  be  produced.  In  order  to  sell  these 
additional  units  of  M,  the  advertising  budget  will  have  to  be  increased  $5,000.  Should 
this  proposal  be  accepted? 

15  Q.2  The  Edmonton  Co.  Ltd.  uses  a  weighted  average  process  cost  system.  One  product  is 

produced  in  one  department.  Material  is  all  added  at  the  beginning  of  the  process.  The 
product  is  inspected  when  it  is  80%  complete.  Normal  spoilage  is  expected  to  be  5%  of 
good  output. 

At  the  beginning  of  October,  2,500  units  were  in  process,  approximately  40%  complete. 
Costs  already  charged  to  these  units  were  $  12,000  for  materials  and  $6,700  for  conversion 
costs. 

During  the  month  of  October,  8,000  more  units  were  put  into  process.  Current  costs  were 
$40,500  for  materials  and  $64,000  for  labor  and  overhead.  Units  still  in  process  at  the  end 
of  October  were  estimated  to  be  90%  complete.  All  spoilage  during  October  was  normal. 
7,000  units  were  transferred  to  Finished  Goods. 
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REQUIRED: 


Prepare  a  Cost  of  Production  Report  for  the  month  of  October. 

10  Q.3  The  Hamilton  Co.  Ltd.  is  a  manufacturing  company  with  the  following  payroll  for  the 

month  of  February,  1983: 


Direct  labor 

$35,000 

Indirect  labor 

14,000 

Selling 

11,000 

Administrative 

10,000 

$70,000 

Rates  of  deduction  and  contribution  are  as  follows: 

Employees 

Employer 

Canada  Pension  Plan 

1.8% 

1.8% 

Unemployment  Insurance 

2.3% 

3.22% 

Income  Tax 

25% 

47% 

Workers'  Compensation 
(factory  employees  only) 

_ 

3% 

Medical  Plan 

1% 

1% 

Company  Pension  Plan 

6% 

6% 

Fringe  benefits  on  direct  labor  are  to  be  treated  as  a  direct  labor  cost. 


REQUIRED: 

(7)  (a)  Give  the  journal  entry  on  February  28th  to  record  payroll  costs  for  February. 


22 


(3)  (b)  Give  the  journal  entry  on  March  15th  to  record  remittance  to  the  Receiver  General 

for  Canada  related  to  the  February  payroll. 

Q.4  The  Regina  Co.  Ltd.  produces  a  product  for  which  the  following  standards  have  been  set: 


5  sq.  ft.  @  $10.00  $  50.00 

2  hrs.  @  $  8.00  16.00 

2  hrs.  @  $  4.00  8.00 

2  hrs.  @  $14.00  28.00 

$102.00 

Denominator  activity  is  25,000  direct  labor  hours.  The  materials  price  variance  is 
computed  at  time  of  purchase.  All  variances  are  treated  as  period  costs. 

Actual  data  for  November: 


Material 
Direct  labor 
Variable  overhead 
Fixed  overhead 


1)  Production 

2)  Material  purchased 

3)  Material  used 

4)  Direct  labor 

5)  Variable  overhead 

6)  Fixed  overhead 

7)  Sales 

8)  Variable  selling  and 

administrative  expenses 

9)  Fixed  selling  and 

administrative  expenses 


12,000  units 
100,000  sq.  ft.  @  $9.89 
62,000  sq.  ft. 

23,500  hrs.  @  $8.40 
$100,000 
$344,000 

10,000  units  @  $150 
$20,000 
$100,000 
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REQUIRED: 

(16)  (a)  Two  variances  for  each  type  of  manufacturing  cost. 

(3)  (b)  Gross  profit  (including  variances). 

(3)  (c)  Contribution  margin  (including  variances). 

9  Q.5  The  Winnipeg  Co.  Ltd.  is  preparing  its  budget  for  1984.  The  flexible  overhead  budget  for 

1984  is  to  be  based  on  actual  costs  incurred  during  March  and  June  of  1983  plus  an  8% 
increase  to  cover  inflation. 


March 

June 

1983 

1983 

Heat,  light  and  power 

2,800 

2,600 

Sales  manager’s  salary 

3,000 

3,000 

Units  produced 

16,000 

14,000 

Indirect  materials 

12,800 

11,200 

Direct  labor 

96,000 

84,000 

Depreciation  of  factory  equipment 

2,000 

2,000 

Bad  debts  expense 

3,600 

2,600 

Units  sold 

18,000 

13,000 

Indirect  labor 

17,000 

15,500 

Factory  rent 

5,000 

5,000 

Direct  materials  used 

40,000 

35,000 

REQUIRED: 


Develop  budget  formulas  for  1984  for  mixed  overhead  costs  only. 

Q.6  The  Halifax  Co.  Ltd.  uses  the  DIRECT  method  in  allocating  service  department  costs  to 
producing  departments.  Costs  of  Department  S I  are  allocated  on  the  basis  of  number  of 
employees.  Costs  of  Department  S2  are  allocated  on  the  basis  of  machine  hours. 
Denominators  are  machine  hours  in  Department  PI  and  direct  labor  hours  in 
Department  P2. 


SI  S2 

Overhead  budget  SI 00,000  $50,000 

Number  of  employees  20  28 

Machine  hours 
Direct  labor  hours 

Job  No.  437 
Department  PI 


PI  P2 

$410,000  $304,000 

90  210 

64,000  16,000 

35,000  100,000 


Department  P2 


Materials  cost  $90 

Direct  labor  hours  | 

Machine  hours  3 


$40 

2 

I 


REQUIRED: 


Compute  the  overhead  cost  of  Job  No  437  under  each  of  the  following  methods: 
(7)  (a)  Departmental  rates  based  on  the  direct  method  as  described  above. 
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(3)  (b)  Plant  wide  rate  using  direct  labor  hours  as  a  denominator. 

12  Q.7  The  Vancouver  Co.  Ltd.  produces  and  sells  a  product  called  Van.  Budgeted  sales  of  Van 

for  the  first  six  months  of  1984  are  as  follows: 

Sales  in  Units 


January 

6,000 

February 

5,000 

March 

9,000 

April 

11,000 

May 

14,000 

June 

16,000 

Each  unit  of  Van  requires  3  metres  of  a  raw  material  called  Ver.  It  is  expected  that  a  metre 
of  Ver  will  cost  $5.00. 

Vancouver’s  inventory  policy  is  to  have  available  at  the  end  of  each  month  finished  units 
equal  to  20%  of  next  month’s  sales.  For  raw  materials,  they  plan  to  have  on  hand  at  the 
end  of  each  month  enough  material  for  40%  of  next  month’s  production. 

50%  of  purchases  are  paid  for  in  the  month  of  purchase  and  50%  in  the  following  month. 

REQUIRED: 

April  cash  disbursements  for  payment  of  accounts  payable  regarding  materials 
purchases. 

14  Q.8  Circle  the  number  to  the  left  of  each  correct  answer.  In  some  parts  you  may  wish  to  circle 

more  than  one  answer. 

NOTE:  1  mark  each. 

(a)  Discretionary  costs  are: 

(1)  variable  costs. 

(2)  controllable  costs. 

(3)  committed  costs. 

(4)  joint  costs. 

(b)  The  distinction  between  joint  products  and  by-products  is  largely  influenced  by. 

(1)  the  relative  number  of  units  produced. 

(2)  the  relative  sales  value  of  the  units  produced. 

(3)  the  relative  costs  incurred  beyond  the  split-off  point. 

(4)  the  Income  Tax  Act  and  Regulations. 

(c)  Variable  (or  direct)  costing  will  produce  a  higher  net  income  than  absorption  costing 
when: 

(1)  sales  exceed  production. 

(2)  production  exceeds  sales. 

(3)  beginning  inventory  exceeds  ending  inventory. 

(4)  beginning  inventory  equals  ending  inventory. 
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(d)  In  a  job-cost  system,  actual  overhead  costs  are  debited  to: 

(1)  overhead  applied. 

(2)  work  in  process. 
v3)  stores. 

(4)  overhead  control. 

(e)  Which  of  the  following  are  examples  of  period  costs  under  an  absorption  costing 
system? 

(1)  Direct  labor  cost. 

(2)  Depreciation  expense  on  factory  equipment. 

(3)  Salesmen’s  commissions. 

(4)  Cost  of  goods  sold. 

(0  In  general,  the  reorder  point  is  computed  as: 

(1)  safety  stock  plus  economic  order  quantity. 

(2)  average  usage  during  the  lead  time. 

(3)  safety  stock  plus  minimum  usage  during  the  lead  time. 

(4)  safety  stock  plus  average  usage  during  the  lead  time 

(g)  The  best  basis  for  allocating  joint  costs  to  joint  products  is: 

(1)  sales  value  at  the  split-off  point. 

(2)  physical  measures. 

(3)  final  sales  value  less  further  processing  costs. 

(4)  actual  sales  revenue. 

(h)  The  use  of  practical  capacity  as  a  denominator  in  setting  a  standard  cost  for  fixed 
overhead  would  tend  to: 

(1)  result  in  a  favorable  production  volume  variance. 

(2)  result  in  an  unfavorable  production  volume  variance. 

(3)  have  no  effect  on  the  production  volume  variance. 

(4)  have  an  unpredictable  effect  on  the  production  volume  variance. 

(i)  Committed  fixed  costs: 

(1)  may  be  included  when  evaluating  the  performance  of  a  segment. 

(2)  should  never  be  allocated  to  segments. 
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(3)  are  controllable  by  a  segment  manager. 

(4)  are  deducted  when  computing  the  contribution  margin  of  a  segment. 

(j)  Over-applied  factory  overhead  is  the  excess  of: 

(1)  budgeted  overhead  over  applied  overhead. 

(2)  actual  overhead  over  applied  overhead. 

(3)  applied  overhead  over  actual  overhead 

(4)  actual  overhead  over  budgeted  overhead. 

(k)  In  deciding  whether  or  not  to  process  joint  products  beyond  the  split-off  point,  which 
of  the  following  would  be  relevant? 

(1)  Total  joint  costs. 

(2)  Allocated  joint  costs. 

(3)  Further  processing  costs. 

(4)  Final  sales  value. 

(l)  The  conceptually  best  method  of  disposing  of  under  or  over-applied  overhead  at 
year-end  is: 

(1)  close  to  cost  of  goods  sold. 

(2)  prorate  between  cost  of  goods  sold  and  inventories  on  the  basis  of  account 
balances. 

(3)  prorate  between  cost  of  goods  sold  and  inventories  on  the  basis  of  the  overhead 
content  in  those  accounts. 

(4)  carry  forward  to  the  next  year. 

(m)  The  two  factors  that  have  a  primary  effect  on  managerial  controllability  of  costs  are: 

(1)  the  amount  of  cost  and  the  authority  of  the  manager. 

(2)  the  type  of  business  and  the  time  period  involved. 

(3)  the  size  of  the  company  and  the  amount  of  cost. 

(4)  the  authority  of  the  manager  and  the  time  period  involved. 

(n)  if  all  standard  cost  variances  are  unfavorable  and  are  accurately  prorated  between 
inventories  and  cost  of  goods  sold,  the  reported  operating  income  would  be: 

(1)  less  than  under  actual  historical  costing. 

(2)  the  same  as  under  actual  historical  costing. 

(3)  more  than  under  actual  historical  costing. 

(4)  either  more  or  less  than  under  actual  historical  costing. 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


Specific 

0.1  This  question  was  generally  poorly  done  by  most  students. 

The  question  required  an  understanding  of  relevant  cost 
analysis  and  contribution  margin.  If  these  concepts  were 
understood,  the  answers  were  relatively  simple  and 
straightforward.  If  not,  significant  problems  were  en¬ 
countered. 

(a)  Typical  errors  made  by  the  students  were: 

-  including  variable  selling  costs  in  the  analysis 
even  though  these  costs  would  continue  regardless; 

-  incorrectly  including  fixed  costs,  which  were  ir¬ 
relevant  ; 

-  misinterpreting  the  question  to  mean  that  Montreal 
Co.  Ltd.  could  sell  product  T  to  another  manufacturer 
for  $4.50. 

(b)  Usual  errors  made  by  the  students  were: 

-  incorrectly  including  fixed  costs  in  the  analysis; 

-  including  an  analysis  of  product  L  even  though  it 
made  no  difference  to  the  selection  of  alternatives. 

0.2  Some  of  the  more  common  errors  made  in  answering  this 
question  were: 

-  use  of  the  FIFO  rather  than  the  weighted  average 
method ; 

-  the  erroneous  inclusion  of  a  column  for  units  and 
costs  transferred  in; 

-  inability  to  compute  the  number  of  units  of  normal 
spoilage  and  ending  inventory; 

-  failure  to  allocate  the  cost  of  normal  spoilage  be¬ 
tween  the  finished  goods  and  the  ending  inventory  of 
work  in  process; 

-  failure  to  ensure  that  the  costs  accounted  for 
totaled  $123,200. 

0.3  This  question  was  generally  well  done. 

(a)  One  common  error  was  the  failure  to  charge  fringe 
benefits  to  Work  in  Process,  etc.,  on  the  debit  side 
of  the  entry. 

(b)  This  part  was  handled  well. 
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This  question  was  well  done  by  most  students. 


Q.5 


Q.  6 


0.7 


0.8 


(a)  The  calculation  of  variances  was  relatively  straight¬ 
forward  and  most  students  had  little  difficulty  with 
this  part  of  the  question.  Common  errors  were: 

-  neglecting  to  indicate  whether  a  variance  was  favor¬ 
able  or  unfavorable; 

-  misnaming  variances; 

-  making  mathematical  errors. 

(b)  Common  errors  were: 

-  making  mathematical  errors; 

-  not  using  standard  costs; 

-  miscalculating  the  variance  total. 

(c)  Common  errors  were: 

-  not  using  standard  costs; 

-  not  knowing  which  variances  to  include; 

-  not  including  variable  selling  and  administrative 
expenses . 

Many  students  had  no  idea  how  to  tackle  this 
question.  They  were  unable  to  distinguish  overhead 
costs.  Others  had  difficulty  in  computing  the  fixed 
and  variable  components  of  mixed  costs. 

This  question  was  generally  well  done. 

(a)  Some  students  had  difficulty  allocating  service 
department  costs  to  producing  departments. 

(b)  Some  students  made  errors  in  applying  the  plant-wide 
rate,  e.g.,  using  7  rather  than  3  hours. 

A  number  of  errors  were  made  in  solving  this  problem 
most  of  which  reflected  the  lack  of  a  systematic 
approach.  Production  of  finished  units  should  have 
been  computed  first,  then  purchases  of  materials,  and 
finally  cash  requirements. 

Because  this  was  a  multiple-choice  question,  it  is  not 
possible  to  comment  on  common  errors.  However,  it  may 
be  useful  to  note  that  some  students  lost  marks  be¬ 
cause  they  did  not  answer  all  the  questions,  espec¬ 
ially  those  on  the  last  page  of  the  examination. 
Others  lost  marks  because  they  selected  only  one  an¬ 
swer  in  parts  where  two  were  expected. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


8 


Q.l 

(4)  (a)  Cost  to  make 

Cost  to  buy 

Would  lose  7,000  (4.50  -  4.00) 
Conclusion:  reject  offer 

(4)  (b)  Contribution  foregone  from  T: 

7,000  (6.00  -  5.00) 

Contribution  gained  from  M: 

4,000  (10.00  -  6.00)  -  5,000 
Increase  in  income 
Conclusion:  accept  proposal 


4.00 
4.50 
=  $3,500 


=  $  7,000 


=  $11,000 

=  $  4,000 


Q-2  Edmonton  Co.  Ltd. 

Cost  of  Production  Report 
For  the  month  of  October  198- 


Physical 

Flow 

Materials 

Conversion 

Costs 

Beginning  Inventory  (40%) 

Started  during  period 

2,500 

8,000 

10,500 

Transferred  to  Finished  Goods 
Normal  spoilage 

Ending  Inventory  (90%) 

7.000 

500 

3,000 

7,000 

500 

3,000 

7,000 

400 

2,700 

10,500 

10,500 

10,100 

Costs: 

Beginning  Inventory 

Current 

Total 

18.700 

104,500 

12,000 

40,500 

6,700 

64,000 

123,200 

52,500 

70,700 

Unit  costs 

12.00 

5.00 

7.00 

Costs  Accounted  For: 

Transferred  to  Finished  Goods: 
7,000  units@$12.00 

Normal  spoilage  — 

500  units@$5.00 

400  units  @$7.00 

2,500 

2,800 

84,000 

5,300  »  7/ 

10 

3,710 

87,710 

Ending  Inventory: 

3,000  units  @  $5.00 

2,700  units  @  $7.00 

15.000 

18,900 

Normal  spoilage  5,300  ><3/10 

33,900 

1,590 

35,490 

123,200 
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Q.3 

(7) 


(3) 


Q  4 

(16) 


(3) 


(a)  Work  in  process 

(1.1502  »  $35,000) 

Overhead  control 
(1.1502  *  $14,000) 

Selling  expense  control 
(1.1202  *  $11,000) 
Administrative  expense  control 
(1.1202  «  $10,000) 

Accrued  payroll 
C.P.P.  payable  (1.8%) 

U.I.  payable  (3.22%) 

Workers’  Compensation 
payable  (3%  of  $49,000) 
Medical  Plan  payable  (1%) 
Company  Pension  Plan 
payable  (6%) 

(b)  C.P.P.  payable  (3.6%  of  $70,000) 
U.I.  payable  (5.52%  of  $70,000) 
Income  tax  withheld 

(25%  of  $70,000) 

Cash 


(a)  Materials  price: 

100,000  (10.00  -  9.89) 
Materials  quantity: 

10.00  (62,000  -  60,000) 
Labor  rate: 

23,500  (8.40  -  8.00) 
Labor  efficiency: 

8.00  (24,000  -  23.500) 

Overhead: 


Actual 

Variable 

100,000 

Fixed 

344,000 

Spending 

Variable 

6,000  U 

Fixed 

6,000  F 

(b)  Sales 

Cost  of  goods  sold: 
Standard  costs 
Variances  (U) 


40,257.00 

16,102.80 

12,322.20 

11,202.00 

70,000.00 

1,260.00 

2,254.00 

1,470.00 

700.00 

4,200.00 

2,520.00 

3,864.00 

17,500.00 

23,884.00 


=  $11,000  F 
=  $20,000  U 
=  $  9,400  U 
=  $  4.000  F 


Budget  Budget 

Actual  Standard 

Standard 

Applied 

94,000  96,000 

350,000  350,000 

96,000 

336,000 

Efficiency 

Denominator 

2,000  F 

14,000  U 

$1,500,000 

$1,020,000 

26,400 

1,046.400 

$  453,600 
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(3) 


$1,500,000 


(c)  Sales 

Variable  costs: 

Standard  manufacturing 
Variable  variances 
Selling  and  administrative 

Contribution  margin 


$740,000 

18,400 

20,000  778,400 

$  721,600 


Q.5  Heat,  light  and  power 
Indirect  labor 


$1,296  +  $.108/ unit 
$5,400  +  $.81/unit 


10 


Q.6 

(7) 


(a) 


SI 

S2 

PI 

P2 

Overhead  budget 

100,000 

50,000 

410,000 

304,000 

Department  SI 

100,000 

30,000 

70,000 

Department  S2 

50,000 

40,000 

10,000 

Total  overhead 

480,000 

384,000 

Denominator 

64,000 

100,000 

Overhead  rate 

7.50 

3.84 

Job  No.  437 

Department  PI 

3  *  7.50  = 

$22.50 

Department  P2 

2  x  3.84  = 

7.68 

$30.18 


(3)  (b)  Plant-wide  overhead  rate: 


864,000 

135,000 


=  $6.40/ DLH 


Job  No.  437  3  *  6.40  =  $19.20 
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12  Q.7 


14  Q.8 


100 
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Finished  Goods  (Van) 

March 

April 

May 

Beginning  inventory 

1,800 

2,200 

2,800 

Production 

9,400 

11,600 

14,400 

11,200 

13,800 

17,200 

Sales 

9,000 

11,000 

14,000 

Ending  inventory 

2,200 

2,800 

3,200 

Raw  Materials  (Ver) 

March  April 


Beginning  inventory  11,280  13,920 

Purchases  30,840  38,160 

42,120  52,080 

Production  28,200  34,800 

Ending  inventory  13,920  17,280 


Cash  Disbursements  (April) 

50%  of  30,840  »  $5  =  $  77,100 
50%  of  38,160  x  $5  =  95,400 

$172,500 


NOTE:  1  mark  each. 


(a) 

2 

(h) 

2 

(b) 

2 

(i) 

1 

(c) 

1,3 

(j) 

3 

(d) 

4 

(k) 

3,4 

(e) 

3,4 

(1) 

3 

(0 

4 

(m) 

4 

(g) 

1 

(n) 

2 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
March,  1984 


Marks  Time:  3  Hours 

12  Q.  1  You  have  been  asked  to  prepare  a  cash  budget  for  the  Calgary  Co.  Ltd.  for  the  month  of 

July,  1984  taking  into  account  the  following: 

1)  Expected  cash  balance  July  1,  $5,000. 

2)  Income  tax  rate  is  40%,  based  upon  accounting  income  for  the  month,  payable  in  the 
following  month. 

3)  Our  customers  pay  for  50%  of  their  purchases  during  the  month  of  purchase  and  the 
balance  during  the  following  month.  Bad  debts  are  expected  to  be  2%. 

4)  Merchandise  is  purchased  on  account  for  resale.  25%  of  purchases  are  paid  for  during 
the  month  of  purchase,  the  balance  being  paid  for  during  the  following  month. 

5)  Selling  and  administrative  expenses  are  all  paid  for  in  the  current  month. 

6)  Dividends  of  $15,000  are  expected  to  be  declared  and  paid  during  July. 

7)  Calgary  Co.  Ltd.'s  policy  is  to  carry  a  minimum  cash  balance  of  $5,000. 

8)  Other  budgets  include  the  following  predictions: 


June 

July 

Sales  (all  on  account) 

$30,000 

$40,000 

Purchases 

10,000 

15,000 

Depreciation  expense 

5,000 

6,000 

Cost  of  goods  sold 

12,000 

16,000 

Other  selling  and 
administrative  expenses 

9,000 

10,000 

REQUIRED: 

(10)  (a)  Prepare  a  cash  budget  for  the  month  of  July,  1984. 

(2)  (b)  What  financial  action  needs  to  be  taken  as  a  result  of  this  cash  budget? 


20 


Q.2  The  Victoria  Co.  Ltd.  produces  one  product  in  its  single  manufacturing  department. 
Standard  costs  have  been  developed  as  follows: 


Materials 

2  pieces 

@ 

$  4.00  - 

Direct  labor 

I  hour 

@ 

$10.00  = 

Variable  overhead 

1  hour 

@ 

$  3.00  = 

Fixed  overhead 

1  hour 

@ 

$  2.00  = 

$  8.00 
10.00 
3.00 
2.00 

$23.00 


Denominator  activity  is  1 5,000  units.  Normal  spoilage  is  expected  to  be  2%  of  the  units 
which  pass  inspection.  Inspection  takes  place  when  the  product  is  90%  complete. 
Material  is  all  added  at  the  beginning  of  the  process. 
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At  the  beginning  of  January,  4,000  units  were  in  process.  They  were  estimated  to  be  40% 
complete.  16,500  units  were  started  during  January  and  1 5,000  units  were  finished  during 
the  month.  At  the  end  of  January,  5,000,  30%  complete  units  were  still  in  process. 


Actual  costs  incurred  during  January  were  as  follows: 


Materials 
Direct  labor 
Variable  overhead 
Fixed  overhead 


34,000  pieces  @  $  3.95 

16,000  hours  @  $  11.00 

$50,000.00 
$31,000.00 


REQUIRED: 

Compute  for  the  month  of  January: 


(6)  (a)  equivalent  production  for  materials  and  conversion  costs. 


(4)  (b)  cost  of  units  transferred  to  finished  goods. 

(2)  (c)  cost  of  abnormal  spoilage. 


(4)  (d)  labor  variances. 

(4)  (e)  fixed  overhead  variances. 


20  Q.3  You  have  been  given  the  following  account  balances  and  other  information  for  the 

Saskatoon  Co.  Ltd.  for  the  month  of  November,  1983. 

Account  Balances 


November  I 

November  30 

Direct  Materials 

$10,000 

$25,000 

Work  in  Process 

50,000 

7 

Finished  Goods 

70,000 

60,000 

Accounts  Payable 

? 

15,000 

Accrued  Payroll 

10,000 

20,000 

Accumulated  Depreciation 
—  Factory  Equipment 

80,000 

90,000 

Information: 

1)  Direct  materials  purchased  on  account  during  November  cost  $50,000. 

2)  Saskatoon  Co.  Ltd.  applies  overhead  at  a  predetermined  rate  based  on  direct  labor 
hours.  The  1983  budget  for  overhead  totaled  $900,000.  Budgeted  direct  labor  was 
$1,200,000.  Budgeted  direct  labor  rate  per  hour  was  $4.00. 

3)  During  November,  direct  labor  employees  worked  25,000  hours  at  the  budgeted  rate. 

4)  Job  numbers  385,  386  and  387  were  still  in  process  at  the  end  of  November.  A  total  of 
$5,000  material  has  been  charged  to  these  three  jobs.  To  date,  5,000  direct  labor  hours 
have  been  worked  on  these  jobs. 

5)  The  accrued  payroll  account  is  used  for  factory  employees  only.  Payment  to  factory 
employees  during  the  month  totaled  $140,000. 
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6)  Overhead  was  under-applied  by  $5,000. 

7)  Payments  on  account  totaled  $55,000. 

REQUIRED: 

NOTE:  Using  the  T-Accounts  on  page  8  of  16  calculate  the  following.  List  your  final 
answers  below. 


(2) 

(a)  Material  charged  to  production 

$ 

(2) 

(b)  Overhead  applied 

$ 

(3) 

(c)  Ending  inventory  of  work  in  process 

$ 

(3) 

(d)  Cost  of  goods  manufactured 

$ 

(2) 

(e)  Cost  of  goods  sold 

$ 

(3) 

(0  Indirect  labor 

$ 

(3) 

(g)  Miscellaneous  overhead 

$ 

(2) 

(h)  Accounts  payable,  November  1,  1983 

$ 

Direct  Materials _ _ Work  in  Process 


Finished  Goods 


Overhead  Control _  Cost  of  Goods  Sold 
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Accounts  Payable 


Overhead  Applied 


Accumulated  Depreciation 
—  Factory  Equipment 


Accrued  Payroll 


8  Q.4  The  Fredericton  Co.  Ltd.  produced  three  products  F,  D,  and  T  as  the  result  of  joint 

processing  which  cost  $150,000. 


Units  produced 
Separable  processing  costs 
Sales  price 


F  D  T 

30,000  15,000  13,000 

$30,000  $24,000  $27,000 

$4.30  $6.60  $6.00 


REQUIRED: 

(6)  (a)  Allocate  the  joint  costs  to  the  three  products  using  the  approximate  relative  sales 

value  method. 

(2)  (b)  Suppose  that  product  D  could  be  sold  at  the  split-off  point  for  $5.25.  Would  that  be  a 

good  idea?  (Show  calculations.) 


q  5  The  Toronto  Co.  Ltd.  produces  a  product  for  which  they  have  developed  the  following 
standard  costs  per  unit: 


Direct  materials  $  15.00 

Direct  labor  21.00 

Variable  overhead  8.00 

Fixed  overhead  30.00 


$  74.00 


The  Toronto  Co.  Ltd.  selected  normal  activity  of  10,000  units  as  their  denominator. 
Practical  capacity  is  15,000  units. 

During  1983,  10,800  units  were  produced  and  9,000  units  were  sold.  There  was  no 
beginning  or  ending  inventory  of  work  in  process.  There  was  no  beginning  inventory  of 
finished  goods. 
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Actual  costs  incurred  during  1983  were: 


Direct  materials  $160,000 

Direct  labor  230,000 

Variable  overhead  90,200 

Fixed  overhead  307,000 


REQUIRED: 

(3)  (a)  Compute  the  value  of  the  ending  inventory  using  standard  direct  costing  with 

variances  charged  to  the  period. 

(9)  (b)  Compute  the  cost  of  goods  sold  using  standard  absorption  costing.  Change  the 

denominator  to  practical  capacity.  Prorate  all  variances. 

14  Q.6  The  Brandon  Co.  Ltd.  has  analyzed  the  costs  of  producing  and  selling  5,000  units  of  its 

sole  product  to  be  as  follows: 


Direct  materials 

$60,000 

Direct  labor 

40,000 

Variable  overhead 

20,000 

Fixed  overhead 

30,000 

Variable  selling  and 

administrative  expenses 

10,000 

Fixed  selling  and 

administrative  expenses 

15,000 

REQUIRED: 


(3)  (a)  At  a  sales  price  of  $38.50  per  unit,  how  many  units  would  Brandon  Co.  Ltd.  have  to 

sell  in  order  to  break  even? 

(3)  (b)  At  a  sales  price  of  $40.00  per  unit,  how  many  units  would  Brandon  Co.  Ltd.  have  to 

sell  in  order  to  produce  a  profit  of  $18,000  before  tax? 

(4)  (c)  If  4,000  units  were  produced  and  sold,  what  price  would  Brandon  Co.  Ltd.  have  to 

charge  in  order  to  produce  a  profit  of  $9,600  after  tax?  Brandon’s  income  tax  rate  is 
40%. 

(4)  (d)  If  5,000  units  were  produced  and  sold,  what  price  would  Brandon  Co.  Ltd.  have  to 

charge  in  order  to  produce  a  before  tax  profit  equal  to  20%  of  sales? 

14  Q.7 

(3)  (a)  Discuss  the  accounting  treatment  of  under  or  over-applied  overhead. 

(2)  (b)  Discuss  the  relationship  between  responsibility  accounting  and  the  preparation  of 

segment  (e.g.  departmental)  income  statements. 

(3)  (c)  In  deciding  whether  or  not  to  accept  a  special  order,  what  costs  would  be  relevant? 


(3)  (d)  What  costs  are  associated  with  NOT  carrying  sufficient  inventories? 

(3)  (e)  Describe  the  journal  entries  required  to  record  payroll  costs  and  specify  when  they 

would  have  to  be  made. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


Specific 


0.1 


Q.2 


0.3 


(a)  Some  of  the  common  errors  were  as  follows: 


1) 

no  heading  for  the  cash 

budget ; 

2) 

calculating  bad  debts 
sales ; 

on  July 

rather 

than  June 

3) 

computing  income  tax  on 
able  income; 

July  rather  than 

June  tax- 

4) 

excluding  depreciation 
lation. 

from  the 

income 

tax  calcu- 

(b)  Responses  to  this  part  were  often  vague  and  many  did 
not  include  a  dollar  amount. 

(a)  This  part  was  generally  well— handled  though  a  number 
of  students  had  difficulty  dividing  the  spoilage  into 
normal  and  abnormal. 


(b)  Some  students  did  not  use  standard  costs.  Many  did  not 
include  normal  spoilage. 


(c)  Again,  some  students  did  not  use  standard  costs. 

( d)  This  part  was  usually  well  done. 

(e)  Some  students  were  unable  to  compute  the  denominator 
variance  correctly. 

Some  of  the  common  errors  made  in  answering  this  question 
were  as  follows: 


(a)  entering  a  separate  $5,000  credit  for  the  material 
cost  in  the  ending  inventory  and  thereby  reducing  the 
answer  to  this  part  from  $35,000  to  $30,000; 

(b)  applying  overhead  at  a  rate  of  75%  of  direct  labor 
hours  rather  than  direct  labor  cost;  applying  an 
annual  rather  than  a  monthly  amount;  using  the  actual 
rather  than  the  applied  amount; 


c)  omitting  one  cost  element,  particularly  overhead; 


(d) 


computing  the  correct  amount  in  the  Work  in  Process 
T-account,  but  listing  a  different  amount  in  the  lis 
of  answers; 


(e)  closing  the  under-applied  overhead  to  Cost  of 
Sold  without  being  instructed  to  do  so; 


Goods 


Page  179 


Continued. . . 


(f ) 

ignoring  the  beginning  and  ending  balances  in  the 
Accrued  Payroll  account; 

(g) 

giving  the  total  of  $80,000  or  the  Depreciation  ex¬ 
pense  of  $10,000  rather  than  the  total  minus  Deprecia¬ 
tion  and  Indirect  Labor; 

(h) 

confusing  the  debits  and  credits  to  the  Accounts  Pay¬ 
able  account. 

Q . 4  (a) 

Some  students  based  their  allocation  of  joint  costs  on 
either  the  gross  sales  value  of  the  products  or  on  the 
number  of  units  produced. 

(b) 

A  number  of  students  correctly  computed  the  difference 
in  revenue  between  the  two  alternatives  but  came  to 
the  wrong  conclusion. 

Q • 5  (a) 

In  answering  this  part,  students  made  two  common 
errors.  Some  included  fixed  overhead  and  others 
charged  variances  to  the  ending  inventory  rather  than 
to  Cost  of  Goods  Sold. 

(b) 

Most  of  the  errors  in  this  part  involved  a  failure  to 
compute  a  revised  fixed  overhead  rate  and  variance. 
Proration  of  variances  was  often  either  ignored  or 
based  on  the  wrong  number  of  units. 

0.6  This  question  was  well  done  by  the  majority  of  students. 

Those  who  encountered  difficulty  did  not  fully  understand 
the  formula  or  know  how  to  manipulate  it  in  order  to  cal¬ 
culate  different  question  variations. 


0.7  (a) 

Nearly  all  students  did  not  specify  whether  they  were 
dealing  with  the  end  of  a  month  or  of  a  year.  A  number 
merely  referred  to  the  alternative  of  charging  under 
or  over-applied  overhead  to  Cost  of  Goods  Sold. 

(b) 

Many  students  did  not  deal  with  the  treatment  of  com¬ 
mitted  and  joint  fixed  costs  on  segment  income  state¬ 
ments  . 

(c) 

A  number  of  students  did  not  differentiate  between 
variable  manufacturing  and  selling  costs  and  assumed 
that  fixed  costs  would  not  change  because  of  a  special 
order. 

(  d) 

In  this  part,  marks  were  usually  lost  because  three 
distinct  types  of  costs  were  not  identified. 

(e) 

Three  types  of  journal  entries  were  required  for  full 
marks  and  were  not  always  clearly  described. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


COST  ACCOUNTING  311  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Marks 

Time:  3  Hours 

12  Q.l 

(10)  (a) 

Calgary  Co.  Ltd. 

Cash  Budget 

For  the  month  of  July,  1984 

Cash  balance,  July  1 
Cash  receipts: 

June  sales 
July  sales 


$  5,000 

(48%  of  $30,000)  $14,400 

(50%  of  $40,000)  20,000 

34,400 


Cash  available 
Cash  disbursements: 

June  purchases  (75%  of  $10,000) 

July  purchases  (25%  of  $15,000) 

Selling  and 

administrative  expenses 
Income  tax  * 

Dividends 


$39,400 


$  7,500 
3,750 

10,000 

1,600 

15,000 

37,850 


Cash  balance,  July  31 

‘Calculation  of  June  Income  Tax: 
Sales 

Cost  of  goods  sold 
Gross  profit 
Expenses: 

Depreciation 

Selling  and  administrative 

Taxable  income 
Income  tax  at  40% 


$  1,550 


$30,000 

12,000 

$18,000 

$5,000 

9,000 

14,000 
$  4,000 

$  1,600 


(2)  (b)  Since  the  desired  minimum  cash  balance  is  $5,000,  arrangements  would  have  to  be 

made  to  borrow  $3,450. 
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20 


Q.2 

(6) 

(a) 

Physical 

Flow 

Materials 

Conversion 

Costs 

Beginning  inventory 

Started 

4,000 

16,500 

20,500 

Finished: 

Beginning  inventory 
Current 

Normal  spoilage 

Abnormal  spoilage 

Ending  inventory 

4,000 

11.000 

300 

200 

5,000 

11,000 

300 

200 

5,000 

2,400 

11,000 

270 

180 

1,500 

20,500 

16,500 

15,350 

(4) 

(b)  Finished  Goods: 

15,000  x  $23.00  = 

Normal  spoilage: 

$345,000 

300  x  8.00  =  2,400 
270  x  15.00  =  4,050 

6,450 

$351,450 

(2) 

(c)  Abnormal  spoilage: 

• 

200  x  8.00  =  1,600 

180  x  15.00  =  2,700 

$  4,300 

(4) 

(d)  Labor  rate  variance: 

16,000  (11.00  -  10.00)  = 

Labor  efficiency  variance: 

$  16,000  U 

10.00  (16,000  -  15,350)  = 

$  6,500  U 

(4) 

(e)  Fixed  Overhead: 

Actual 

Budget 

Applied 

31,000 

30,000 

30,700 

Spending 

Denominator 

1,000  u 

700  F 
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Direct  Materials 


Work  in  Process 


10,000 

35.000 

50,000 

220,000 

50,000 

M 

35,000 

60,000 

L 

100,000 

35,000 

25,000 

O 

75,000 

260,000 

220,000 

40,000 

Finished  Goods 

70,000 

230,000 

220,000 

290,000 

230,000 

60.000 

Cost  of  Goods  Sold 
230,000 


Overhead  Control 


Overhead  Applied 


(Indirect)  50,000 
(Depreciation)  10,000 
(Miscellaneous)  20,000 
80,000 


75,000 


Accounts  Payable 


Accrued  Payroll 


20,000 

140,000 

10,000 

50,000 

100,000  (Direct) 

70,000 

50,000  (Indirect) 

55,000 

160,000 

15,000 

140,000 

20,000 

Accumulated  Depreciation 
— Factory  Equipment 


80,000 

10,000 

90,000 


(2) 

(a) 

$ 

35,000 

(2) 

(b) 

$ 

75,000 

(3) 

(c) 

$ 

40,000 

(3) 

(d) 

$220,000 

(2) 

(e) 

$230,000 

(3) 

(0 

$ 

50,000 

(3) 

(g) 

$ 

20,000 

(2) 

(h) 

$ 

20.000 
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14 


S3I1M84 


Q.4 


F 

D 

T 

Total 

Sales  value 

$129,000 

$99,000 

$78,000 

$306,000 

Processing 
Relative  sales 

30,000 

24,000 

27,000 

81,000 

value 

$  99,000 

$75,000 

$51,000 

$225,000 

Joint  costs 

$  66,000 

$50,000 

$34,000 

$150,000 

(2)  (b)  Incremental  revenue 

15,000  (6.60  -  5.25)  = 
Incremental  cost 


$  20,250 
24,000 


Difference  $  (3,750) 

Conclusion:  Sell  D  at  split-off. 


Q.5 

(3)  (a)  1,800  »  $44.00  =  $79,200 

(9)  (b)  Fixed  overhead  rate: 


’  15,000  -  $20  per  unit 

Variances: 

Materials 

160,000  -  162,000 

=  2,000 

F 

Labor 

230,000  -  226,800 

=  3,200 

U 

Variable  overhead 

90,200  -  86,400 

=  3,800 

u 

Fixed  overhead 

307,000  -  216,000 

=  91,000 

u 

96,000 

u 

Cost  of  goods  sold: 

9,000  (44  +  20)  +  ( 

9  000 

,n’Z  *  96,000)  =  $656,000 

Total 

Unit 

Direct  materials 

$  60,000 

12.00 

Direct  labor 

40,000 

8.00 

Variable  overhead 

20,000 

4.00 

Variable  selling  and  administrative  expenses 

10,000 

2.00 

Total  variable 

$130,000 

26.00 

Fixed  overhead 

$  30,000 

6.00 

Fixed  selling  and  administrative  expenses 

15,000 

3.00 

Total  fixed 

$  45,000 

9.00 

$175,000 

35.00 

(3)  (a)  45,000 


38.50  -  26.00 


=3,600  units 


(3)  (b)  45,000  4  18,000  ,  4  S0Qunits 

40.00  -  26.00  i£rlu 
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(4) 


(c)  Before  tax  profit: 


9,600  =  16,000 
.60 


(4) 


4,000 

(SP 

4,000 

SP 

SP 

5,000 

(SP 

4,000 

SP 

SP 

26.00)  - 

45,000 

165,000 

$41.25 

26.00)  - 

45.000 

175,000 

$43.75 

=  16,000 

=  .20  (5,000  SP) 


14  Q.7 

(3)  (a)  Under  or  over-applied  overhead  amounts  are  usually  closed  out  only  at  the  year-end, 

since  predetermined  overhead  rates  are  usually  related  to  an  annual  budget.  There  are 
at  least  three  alternative  disposition  methods: 


i)  Close  whole  amount  to  cost  of  goods  sold.  This  is  the  most  expedient  method. 

ii)  Prorate  to  work  in  process,  finished  goods  and  cost  of  goods  sold  in  proportion  to 
the  unadjusted  overhead  component  in  each  account.  This  method  is  theo 
retically  superior. 

iii)  Prorate  in  proportion  to  total  product  costs.  This  method  is  expedient  if  it  is 
difficult  to  trace  the  overhead  components  in  each  account. 

(2)  (b)  Responsibility  accounting  requires  that  managers  are  only  held  responsible  for  costs 

which  they  can  control.  In  preparing  a  segment  income  statement,  the  contribution 
controllable  by  segment  managers  should  not  include  committed  or  joint  fixed  costs. 


(3)  (c)  i)  Variable  manufacturing  costs. 

ii)  Any  variable  selling  or  administrative  expenses  that  apply  to  the  special  order. 

iii)  Any  fixed  costs  associated  directly  with  the  special  order. 


(3)  (d)  i)  foregone  quantity  discounts 

ii)  disruptions  of  production 


iii)  contribution  margins  on  lost  sales 

iv)  extra  costs  of  uneconomic  production  runs 

v)  loss  of  customer  goodwill 

vi)  extra  purchasing  and  transportation  costs 

viijforegone  fortuitous  purchases 

(3)  (e)  i)  Entries  on  paydays  to  record  payments  to  employees  and  liabilities  for  amounts 

deducted  from  employees’  earnings. 

ii)  Entries  at  the  end  of  an  accounting  period  to  record  and  classify  the  employer’s 
expense  and  liabilities  both  to  the  employees  and  to  various  government  agencies 
and  other  funds. 

iii)  Entries  to  record  remittances  to  government  agencies  for  both  employees’  and 
employers’  contributions  to  Canada  Pension  Plan,  Unemployment  Insurance, 
Income  Tax,  etc. 


100 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
December,  1983 


Marks 


Time:  3  Hours 


NOTE:  Show  all  calculations  neatly.  For  essay-type  questions,  carefully  outline  your  answer 
before  starting  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the 
answer,  not  the  amount  written. 


II 


10 


15 


Q.  1  Explain  how  being  the  stockholder  of  a  public  corporation  differs  from: 

(6)  (a)  being  a  limited  partner; 

(5)  (b)  being  the  sole  proprietor  of  a  small  business. 

Q.2  You  are  examining  the  alternatives  of: 

(a)  forgoing  the  discount  on  a  $500,000  invoice  with  terms  of  sale  of  2/10  net  40; 

OR 

(b)  borrowing  for  30  days  at  18%  per  annum  plus  paying  a  $100  service  charge. 

REQUIRED: 

Based  on  cost  alone,  which  of  these  two  alternatives  would  you  select?  Assume  360  days  in 
a  year. 

Q.3 

(5)  (a)  Explain  what  is  meant  by  the  hedging  principle  as  it  applies  to  working  capital 

management. 


(10)  (b)  You  are  responsible  for  developing  a  two  year  financial  plan  for  a  medium  size 

conglomerate.  Y our  staff  has  estimated  the  two  year  cash  flow  forecast  shown  below: 


Dollar  Figures  in  Millions  of  Dollars 


Quarter 

1  2 

3 

4 

5 

6 

7 

8 

Cash  inflow 
(outflow) 

.6  (2.1) 

(3.2) 

1.2 

2.0 

(10) 

.2 

.4 

The  cash  flow  forecast  shown  above  includes  the  minimum  cash  balance  of  the  firm 
and  assumes  all  cash  discounts  are  taken  when  available.  However,  the  cash  flow 
forecast  excludes  any  new  financing. 

REQUIRED: 

Assuming  that  upward  sloping  yield  curves  will  prevail  during  the  next  two  years,  briefly 

evaluate  the  following  alternative  financing  plans  indicating  whether  they  are  consistent 

with  the  hedging  principle: 

i)  Issue  $4  million  of  unsecured  debentures  in  quarter  2  and  obtain  a  $.7  million  line  of 
credit; 

ii)  Issue  $3.2  million  of  long-term  debt  in  quarter  3  and  use  trade  credit  as  required;  and 

iii)  Issue  $1.5  million  of  long-term  debt  and  obtain  a  $3.2  million  line  of  credit. 
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Q.4  The  recently  incorporated  Atico  Company  is  planning  to  raise  $  1  million  with  one  of  the 
following  two  alternatives: 

Plan  A 


A  package  deal  comprised  of  5,000  common  shares  sold  to  net  $  1 00  each  plus  5,000  new 
preferred  shares  paying  an  $8  dividend  to  net  $100  each. 

OR 

Plan  B 

A  package  deal  comprised  of  4,000  common  shares  sold  to  net  $100  each  plus  600 
debentures  with  a  10%  coupon  and  a  $1,000  par  value  sold  to  net  par  value. 

Assume  a  40%  tax  rate. 

The  distribution  of  the  firm's  EBIT  is  expected  to  be  as  follows: 


12 

12 


14 


Probability 

EBIT 

.10 

$-10,000 

.20 

10,000 

.40 

30,000 

.20 

50,000 

.10 

70,000 

REQUIRED: 

(6)  (a)  Show  that  the  variability  of  earnings  per  share  is  increased  by  the  use  of  leverage. 

(6)  (b)  Calculate  the  expected  value  of  earnings  per  share  for  each  financing  plan. 

Q.5  Discuss  four  finance-related  reasons  for  mergers.  The  discussion  should  include  an 
example  for  each  reason. 

Q.6  Jim  J.  Tobacco  shares  are  selling  ex-rights  at  $35.  Two  rights  are  required  to  subscribe  at 

$30  a  share.  With  30  days  to  the  expiry  date  of  the  rights,  explain  why  the  rights  are 

trading  at  $2.80.  Illustrate  your  answer  with  a  numerical  example. 

Q.7  Calculate  the  amount  which  must  be  deposited  today  (t  =  0)  to  enable  you  to  collect 
$1,000  every  year  for  the  next  ten  years  assuming: 


(6)  (a)  a  14%  rate  of  return  throughout; 

(8)  (b)  a  12%  rate  of  return  for  the  first  four  years  and  a  16%  rate  of  return  for  the  remaining 

6  years. 
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14  Q.8  The  Sweet  Karen  Company  is  considering  investing  in  two  of  three  proposals.  The 

expected  net  present  values  and  the  standard  deviations  of  these  three  proposals  are  as 
follows: 


Standard 

Expected  NPV 

Deviation 

Proposal  A 

25 

10 

Proposal  B 

20 

7.5 

Proposal  C 

15 

10 

The  cash  flows  are  normally  distributed.  The  correlation  coefficients  among  the  three 


proposals  are  estimated  as: 

Proposal  A 

Proposal  B 

Proposal  C 

Proposal  A 

1 

.70 

.30 

Proposal  B 

.70 

1 

.80 

Proposal  C 

.30 

.80 

1 

Which  two  proposals  would  you  recommend  for  investment?  Explain  your  answer. 


100 


END  OF  EXAMINATION 
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Present  Value  ol  $1 


Year 


1 

2 

3 

4 

5 

6 
7 
6 
9 

10 

It 

12 

13 

14 

15 

16 

17 

18 

19 

20 

25 

30 


1% 

2% 

3% 

990 

980 

971 

980 

961 

.943 

.971 

942 

915 

961 

.924 

889 

.951 

.906 

863 

942 

.888 

838 

933 

.871 

813 

.923 

853 

789 

.914 

837 

766 

905 

820 

744 

896 

804 

.722 

887 

788 

701 

879 

.773 

681 

870 

758 

661 

.861 

743 

642 

853 

728 

623 

844 

714 

605 

836 

.700 

.587 

.828 

686 

570 

820 

.673 

.554 

780 

.610 

478 

.742 

552 

.412 

4\  5%  6%  7%  8%  9%  10%  12%  14%  15%  16%  18%  20%  24%  28%  32%  36%  40%  50%  60%  70%  80%  90% 


962  .952  .943  .935  .926  .  917  909  893  .877  .870  .862  .847  .833  .806  .  781  .758  .735  .714  .667  .625  .  588  .556  .526 

925  .907  890  .873  857  842  .826  .797  .769  756  .743  .718  .694  .650  .610  .574  .541  .510  444  .391  .346  .309  .277 

889  .864  840  .816  .794  .772  751  .712  .675  .658  .641  .609  .579  .524  477  .435  .398  .364  .296  244  .204  .171  .146 

855  823  .  792  763  .  735  .  708  .683  636  .592  572  .552  .516  482  .423  373  .329  .292  ,  260  198  .153  .120  .095  .077 

.822  .784  .747  .713  .681  .650  .621  .567  .519  497  476  .437  .402  ,341  .291  .250  .215  .186  .132  .095  070  053  .040 

790  .746  .705  666  630  596  .564  .507  .456  432  .410  .370  .335  .275  .227  189  .158  .133  088  .060  .041  .029  .021 

760  .  711  665  .623  583  .547  .513  .452  400  .376  .354  .314  .279  222  178  .143  .116  .095  .059  .037  024  016  011 

731  .677  .627  .582  .540  .502  .467  .404  351  .327  .305  .266  .233  .179  .139  108  .085  .068  .039  .023  .014  .009  006 

.703  .645  .592  .544  .500  460  .424  .361  .308  284  .263  .226  .194  .144  .108  .082  .063  .048  .026  .015  .008  005  003 

676  614  .558  .508  .  463  .422  386  .322  .270  .247  .227  .191  .162  .116  .085  .062  .046  .035  .017  .009  005  .003  .002 

650  .585  .527  .475  .429  388  .350  .  287  .237  .215  195  .162  .135  .094  066  .047  .034  .025  .012  006  .003  002  001 

625  .557  .497  444  .397  .356  .319  .257  .208  .187  168  .137  .112  .076  .052  .036  .025  .018  .006  .004  .002  .001  ^OOI 

.601  .530  469  .415  .368  326  .290  ,229  .182  163  .145  .116  093  .061  .040  .027  .018  .013  .005  .002  .001  .001  000 

.577  505  442  388  340  .299  .263  .  205  .160  .141  .125  .099  .078  .049  .032  .021  .014  .009  .003  .001  001  000  000 

.555  481  .417  .362  .315  .275  .239  .183  .140  .123  .108  .084  .065  .040  .025  .016  .010  .006  .002  .001  .000  .000  000 

534  458  394  339  .292  .252  .218  .163  123  .107  .093  071  054  .032  .019  .012  .007  .005  002  001  .000  000 

513  436  .371  317  .270  .231  .198  14G  100  093  .060  060  045  .026  .015  .009  .005  .003  .001  000  000 

494  416  .350  .296  .250  .212  180  .130  .095  081  .069  .051  .038  .021  .Q12  .007  .004  .002  .001  000  000 

475  396  331  .276  232  194  .164  116  083  .070  060  .043  .031  017  .009  005  .003  002  .000  .000 

456  .37/  .319  .258  .215  178  .149  104  .073  .061  .051  .037  .026  .014  .007  004  .002  .001  .000  .000 

375  .295  233  .184  .146  .116  .092  .059  .038  .030  .024  .016  .010  005  .002  .001  .000  .000 

308  .231  174  131  .099  .075  .057  .033  020  .015  .012  .007  ,004  .002  .001  .000  000 


Present  Worth  of  An  Annuity  of  SI 


Year 

1% 

2% 

3% 

4% 

5% 

6% 

1 

0.990 

0.980 

0.971 

0.962 

0.952 

0.943 

2 

1.970 

1.942 

1.913 

1.886 

1.859 

1.833 

3 

2  941 

2.884 

2.829 

2.775 

2.723 

2.673 

4 

3.902 

3  808 

3.717 

3.630 

3.546 

3.465 

5 

4.853 

4.713 

4.580 

4.452 

4.329 

4.212 

6 

5.795 

5601 

5.417 

5.242 

5.076 

4.917 

7 

6.728 

6.4  72 

6.230 

6.002 

5.786 

5.582 

8 

7.652 

7325 

7.020 

6.733 

6.463 

6.210 

9 

8.566 

8.162 

7.786 

7.435 

7.108 

6.802 

10 

9.471 

6.983 

8.530 

8.111 

7.722 

7.360 

11 

10.368 

9.787 

9.253 

8.760 

8,306 

7.887 

12 

11.255 

10.575 

9.954 

9.385 

8.863 

8.384 

13 

12.134 

11.348 

10.635 

9.986 

9.394 

8  853 

14 

13.004 

12.106 

1 1 .296 

10.563 

9.899 

9.295 

18 

19 


8% 

9%  10% 

12% 

14% 

16% 

18% 

20% 

24% 

28% 

32% 

36% 

0.926 

0.917  0.909 

0.893 

0.877 

0.862 

0.847 

0.833 

0.80G 

0.781 

0.758 

0.735 

1.783 

1.759  1.736 

1.690 

1.647 

1.605 

1.566 

1.528 

1,457 

1.392 

1.332 

1.276 

2.577 

2.531  2.487 

2.402 

2.322 

2.246 

2.174 

2.106 

1.981 

1.860 

1.766 

1.674 

3.312 

3.240  3.170 

3.037 

2.914 

2.798 

2.690 

2.589 

2.404 

2.241 

2.096 

1.966 

3.993 

3.890  3.791 

3.605 

3.433 

3.274 

3.127 

2.991 

2.745 

2.532 

2.345 

2.181 

4.623 

4.486  4.355 

4.111 

3.889 

3.685 

3.498 

3.326 

3.020 

2.759 

2.534 

2.339 

5.206 

5.033  4.868 

4,564 

4.288 

4.039 

3.812 

3.605 

3.242 

2  937 

2.678 

2.455 

5.747 

5.535  5.335 

4.968 

4.639 

4.344 

4.078 

3.837 

3.421 

3.076 

2.786 

2.540 

6.24  7 

5  985  5.759 

5.328 

4.946 

4.607 

4.303 

4.031 

3.566 

3.184 

2.868 

2.603 

6.710 

6.418  6.145 

5.650 

5.216 

4.833 

4.494 

4.193 

3.682 

3.269 

2.930 

2.650 

7.139 

6.805  6.495 

5  988 

5.453 

5.029 

4.656 

4.327 

3.776 

3.335 

2.978 

2.683 

7.536 

7.161  6814 

6  194 

5.660 

5.197 

4.793 

4.439 

3.851 

3.387 

3.013 

2.708 

7.904 

7.487  7.103 

6.424 

5.842 

5.342 

4.910 

4.533 

3.912 

3.427 

3.040 

2.727 

8.244 

7.786  7.367 

6.628 

6.002 

5.468 

5.008 

4.611 

3.962 

3.459 

3.061 

2.740 

8.559 

8.060  7.606 

6.81 1 

6.142 

5.575 

5.092 

4.675 

4.001 

3.483 

3.076 

2.750 

8.851 

8.312  7.824 

6.974 

6.265 

5.669 

5.162 

4.730 

4.033 

3.503 

3  088 

2.758 

9.122 

8.544  8.022 

7.120 

5.373 

5.749 

5.222 

4.775 

4.059 

3.518 

3.097 

2.763 

9.372 

8.756  8.201 

7.250 

6.467 

5.818 

5.273 

4.812 

4.080 

3.529 

3.104 

2.767 

9.604 

8.950  8  365 

7.366 

6.550 

5.877 

5.316 

4.844 

4.097 

3.539 

3.109 

2.770 

9818 

9.128  8.514 

7.469 

6.623 

5.929 

5.353 

4.870 

4.110 

3.546 

3.113 

2.772 

10.675 

9.823  9.077 

7.843 

6.873 

6.097 

5.467 

4.948 

4.147 

3  564 

3.122 

2.776 

11.258  10.274  9.427 

8.055 

7.003 

6.177 

5.517 

4.979 

4.160 

3.569 

3.124 

2.778 
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Compound  mm  of  $1 


V««r  1%  2%  3%  4%  5%  61k  7%  Oik 


9%  10%  12%  14% 


15%  16%  18% 


20%  24%  28% 


32% 


1  1.010  1.020 

2  1.020  1.040 

3  1030  1.061 

4  1011  1.082 

5  1051  1.104 


1.030  1.040 
1.061  1.082 
1.093  1.125 
1.126  1.170 
1.159  1.217 


1.050  1.060 
1.102  1.124 
1.158  I  191 
1.216  1.262 
1.276  1.338 


1.070  1.080 

1.145  1.166 

1.225  1.260 

1.311  1.360 

1.403  1.469 


1.090  1.100 

1.188  1.210 
1.295  1.331 

1.4 12  1.464 

1.539  1.611 


1  120 
1.254 
1.405 
1.574 
1  762 


1.140 

1.300 

1.482 

1.689 

1.925 


1.150 

1.322 

1.521 

1.749 

2.011 


1  160 
1.346 
1.501 
1.811 
2.100 


1.180  1.200  1.240 

1.392  1.440  1.538 

1.643  1.728  1  907 

1.939  2.074  2  364 

2.288  2.488  2.932 


1.280  1.320 

1  638  1.742 

2.067  2  300 

2601  3036 

3.436  4  007 


1  360 

1  850 

2  515 

3  421 

4  653 


6  1.062  1.126  1.194  1.265  1.340  1.419  1.501  1.587 

7  1.072  1.149  1.230  1.316  1.407  1  504  1.606  1.714 

8  1.083  1.172  1.267  1  369  1.477  1.S94  1.718  1.851 

9  1.094  1.195  1.305  1  423  1.551  1689  1.838  1.999 

10  1.105  1.219  1.344  1  480  1.629  1.791  1.967  2.159 


1.677  1.772 

1828  1949 

1.993  2.144 

2.172  2.358 

2.367  2.594 


1.974 

2.211 

2.476 

2.773 

3.106 


2.195 

2.502 

2.853 

3.252 

3.707 


2.313 

2.660 

3.059 

3.518 

4.046 


2.436 

2.826 

3.278 

3.803 

4.411 


2.700  2.986  3.635 

3.185  3.583  4.508 

3.759  4.300  5.590 

4.435  5.160  6.931 

5.234  6.192  8.594 


4  398  5.290 

5.629  6  983 

7.206  9.217 

9.223  12.166 

11.806  16.060 


6  328 
8  605 
II  703 
15.917 
21  647 


I  116 
I  127 
1  138 
1.149 
1  161 


1  243 
1  268 
1.294 
1.319 
1  346 


1.384 

1.426 

1.469 

1.513 

1.558 


1.539 

1.601 

1.665 

1.732 

1.801 


1.7)0 
1.796 
1.886 
I  980 
2.079 


1.898 

2.012 

2.133 

2.261 

2.397 


2.105 
2.252 
2  410 
2.579 
2.759 


2332  2  580  2.853 

2. 518  2  813  3.138 

2  720  3  066  3  452 

2  937  3  342  3.797 

3  172  3  642  4  177 


3.4  79 

3  896 

4  363 
4  88  7 

5.4  74 


4.226 
4  818 
5.492 
6.261 
7.138 


4.652 

5.350 

6.153 

7.076 

8.137 


5.117 

5.936 

6.806 

7.988 

9.266 


6  176 
7.288 
8  599 
10.147 
11.974 


7.430 
8.916 
10699 
12  839 
15.407 


10.657 

13.215 

16.386 

20.319 

25.196 


15112  21  199 

19  34  3  27  983 

24.759  36  93  7 

31.691  48.757 

40  565  64.359 


29  439 
40037 
54  151 
74.05  3 
100.712 


16  1.173  1.373  1.005 

17  1.184  1.400  1  653 

18  1196  1  428  1.702 

19  1.208  1  457  1.754 

20  1.220  I  486  1.806 


1.873  2  183  2.540  2.952 
1.948  2.292  2  693  3.159 
2.026  2.407  2.854  3.380 
2.107  2  527  3.026  3.617 
2.191  2.653  3.207  3.870 


3.426  3.970  4.595 

3.700  4.328  5  054 

3.996  4.717  5.560 

4  316  5.142  6.116 

4.661  5.604  6.728 


6.130 
6  866 
7.690 
8  613 
9.646 


8.137 
9.276 
10.575 
12  056 
13.743 


10.748 

12.468 

14.463 

16.777 

19.461 


9.358 

10.761 

12.375 

14.232 

16.367 


14.129 

16.672 

19.673 
23.214 
27.393 


18.488 

22.186 

26.623 

31.948 

38.338 


31.243 

38.741 

48.039 

S9.568 

73.864 


51.923 
66  461 
85.071 
108  89 
139  38 


84  954 
112  14 
148.02 
195.39 
257  92 


136  97 
186  28 
253.34 
344.54 
468.57 


25 


1  282  1641  2.094  2.666  3.386  4  292  5.427  6.848 


8.623  10.835 


17.000  26.462  32  919  40.874 


62.669  95.396  216.542  4  78  9 


1033.6 


30 


1.348  1  811  2.427  3.243  4.322  5.743  7.612  10.063 


13.268  17.449 


29.960  50.950  66.212  85.850  143.371  237.376  634.820  1645  5 


4142.1 


10143  0 


Sum  ol  »n  tnnuily  ol  51  lot  N  yctrt 


9% 


10%  12%  14% 


16%  18% 


20% 


24% 


36% 


1  000  1 .000 

2.010  2  020 

3.030  3  060 

4  060  4  122 

5.101  5.204 


1.000  1.000 

2  030  2  040 

3.091  3.122 

4.184  4  246 
5.309  5  416 


1.000  l  .000 
2.050  2.060 

3.152  3.184 

4.310  4.375 

5.526  5.037 


1.000  1.000 

2.070  2  080 

3.215  3.246 

4  440  4.506 

5.751  5867 


1000  1.000 

2  090  2.100 

3.270  3.310 

4.573  4  641 

5.985  6.105 


1.000 
2.120 
3.374 
4  770 
6.353 


1.000 

2.140 

3.440 

4.921 

6.610 


1  000 
2.160 
3  506 
5.066 
6.877 


1.000 

2.180 

3.572 

5.215 

7.154 


1.000 
2  200 
3  640 
5.368 
7  442 


1  000  1.000 

2.240  2.780 

3.778  3.918 

5.684  6.016 

8.048  8.700 


1  000  1  000 

2.320  2.360 

4  062  4  210 

6.362  6.725 

9  398  10.146 


6  152 
7214 
8.286 
9  369 
10462 


6  308 
7434 
8.583 
9.755 
10  950 


6  468 
7.662 
8.892 
10.1 59 
11.464 


6  633 
7898 
9  214 
10  583 
12.006 


6  802 

8  142 

9  549 
11.027 
12.578 


6.975 

8  394 

9  897 
11.491 
13  181 


7.153 
8  654 
10  260 
1  1.978 
13.816 


7.336 
8  923 

10.637 
12  488 
14.487 


7.523  7,716 

9.200  9487 

11028  11436 

13.021  13  579 

15.193  15.937 


8.115 
10.089 
12  300 
14  776 
17.549 


8  536 
10.730 
13  233 
16  085 
19.337 


8.977 
11.414 
14  240 
17  518 
21.321 


9  442 
12.142 
15.327 
19  086 
23.521 


9.930 

12.916 

16.499 

20.799 

25.959 


10.980 
14.615 
19.123 
24.712 
31  643 


12.136 
16.534 
22  163 
29  369 
38  592 


13  406 
18  696 
25.678 
34  895 
47  062 


14  799 
21  126 
29  732 
4  1  435 
57.352 


11  1  1.567  12  169 

12  12  683  1)  412 

13  13,809  14  680 

14  14  947  15.974 

15  16.097  17,293 


12  808  13.486  14  207 
14  192  15.026  15.917 
15.618  16  627  17.713 
17.086  18  292  19.599 
18.599  20.024  21.579 


14.972  15.784  16 

16.870  17.888  18 

18  882  20.141  21 

21.051  22.550  24 

23.276  25.129  27 


645  17.560  18.531 

.977  20.141  21  384 

.495  22.953  24.523 

.215  26.019  27.975 

.152  29.361  31.772 


20  655 
24.133 
28.029 
32.393 
37.280 


23.044 

27.271 

32.009 

37.581 

43.842 


25.733 

30.850 

36.786 

43.672 

51.660 


28.755 

34.931 

42,219 

50.818 

60.965 


32.150 
39  580 
48.497 
59.196 
72.035 


40.238 
50  985 
64.1 10 
80.496 
100  815 


50  399 
65.510 
84  853 
109.612 
141  303 


63  122  78  998 

04.320  108  437 

112  303  148  475 

149  240  202  926 

197  997  276  979 


16  17.258  18  539  20.157 

17  18  430  20012  21.762 

18  19  615  21  412  23.414 

19  20811  22  841  25  117 

20  22  019  24.297  26  870 


21  825  23.657  ;  5.6'3 
23  698  25  840  28.213 
25.645  28  132  30.906 
27.671  20.539  33.760 
29.778  33.066  36  786 


27  888  30.324  33.003 

30  840  33  750  36.974 

33.999  37.450  41.301 

37.379  41.446  46  018 

40.995  45  762  51.160 


35.950  42.753  50  980 

40.545  48  884  59  118 

45.599  55.750  68.394 

51.159  63.440  78  9G9 

57.275  72  052  91  025 


60  925  72  939  87.442 

71.673  87.068  105.931 

84  141  103.740  128.117 

98.603  123.414  154.740 

115.380  146.628  186.688 


126.011  181.87 

157  253  233.79 

195  994  300  25 

244  033  305  32 

303.601  494  21 


262.36  377  69 

347.31  514  66 

459  45  70094 

607  47  954.28 

802  86  1298  8 


25  28  243  32.030  36.459  41.616  47.727  54.865  63  249  73.106  84  701  9B.J47  133  334  181.871  249.214  342.603  471.981  898  092  1706.8 


3226.8 


6053  0 


30  34.785  40  568  47.575  56.085  66439  79.058  94.461  1  13.283  136.308  164  494  241.333  356.787  530.312  790.948  1181.882  2640  916  5873.2 


12941.0  28172.0 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 


The  results  were  poor.  Students  do  not  appear  to  have  the  appro¬ 
priate  prerequisites  for  this  course.  Mathematical  ability  is  in¬ 
adequate  . 


Specif ic 


Q.l 


Q  •  2 


Q  •  3 


Q.  4 


Q.5 


Q.6 


Q.7 


Q.8 


Many  answers  were  wordy  with  students  belaboring  the 
same  point,  but  in  general  this  question  was  well 
handled . 

Students  had  no  problem  answering  this  question.  Some 
students  did  not  realize  that  if  they  borrow  the  money 
to  take  the  discount,  payment  equals  $490,000,  not 
5500,000. 

Many  students  could  not  conceptualize  hedging  applied 
to  working  capital  management.  The  hedging  principle 
simply  states  that  short-term  needs  for  funds  should 
be  financed  with  short-term  sources  of  money  and  that 
long-term  needs  should  be  financed  with  long-term 
financing . 

The  vast  majority  of  students  could  not  determine  the 
cumulative  need  for  funds  to  obtain  permanent  and 
temporary  requirements  of  funds. 

This  question  was  a  surprise;  many  students  cannot 
calculate  EPS.  Some  do  not  believe  negative  EPS 
figures  exist.  Students  had  mathematical  difficulties 
answering  this  question. 

No  problems  were  encountered  by  the  vast  majority  of 
students. 

Many  students  lost  marks  for  not  illustrating  their 
answer  with  a  numerical  example  as  required  by  the 
question.  A  few  of  the  students  confused  the  formula 
for  the  theoretical  value  of  a  right  with  that  of  war¬ 
rants. 

Problems  were  encountered  in  answering  part  (b)  of  the 
question.  Many  students  failed  to  calculate  correctly 
the  time  equivalent  of  the  six-year  annuity. 

Mathematical  difficulties  were  encountered  by  many 
students  when  trying  to  apply  the  formula  for  the  com¬ 
bined  variance  of  the  three  portfolios.  Some  students 
did  not  know  the  formula. 

Many  students  made  their  selection,  joining  all  the 
variance  calculations  only,  disregarding  NPV  figures. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


11  Q.l 

(6)  (a)  Two  major  differences  are:  ease  of  ownership  transferability  and  the  manner  in  which 

income  is  taxed.  Stockholders  can  transfer  their  owmership  much  more  readily  than 
limited  partners.  Income  to  the  stockholder  is  taxed  as  personal  income  only  when  it 
is  received  as  dividends.  Income  from  a  partnership  is  taxed  as  personal  income 
regardless  of  whether  money  is  actually  paid  or  not. 

MARKS:  (3)  for  each  difference  correctly  discussed,  to  a  maximum  of  6 

(5)  (b)  The  same  two  differences  discussed  in  part  (a)  apply.  In  addition,  sole  proprietors  are 

personally  liable  for  business  debts  while  the  owners  of  stock  are  not. 

MARKS:  (2)  for  recognizing  that  the  same  two  differences  mentioned  previously  also 
apply,  and  (3)  for  recognizing  the  difference  of  personal  liability 


10  Q.2  The  annual  cost  of  foregoing  the  discount  can  be  calculated  as: 


Annual  Cost  of 
Foregoing  Discount 


-  100 


Percent  Discount 
(100  -  Percent  Discount) 


=  2  K  360 
98  “(40  -  10) 

=  0.020408  x  12 

=  24.49% 


x  100 
x  100 


_ 360 _ 

(Payment  -  Discount1) 
Date  Date  , 


If  money  is  borrowed  from  the  bank  for  30days  at  18%perannum  the  interest  paid  would 
be  $490,000  $7,350. 

12 


When  adding  the  service  charge  the  payment  which  must  be  made  to  the  bank  is  $7,450 
($7,350  +$100)  which  if  expressed  as  a  percentage  of  the  loan  represents: 

$7,450  «  100  =  1.52%  per  month. 

$490,000 


The  annualized  rate  becomes  12  x  1.52%  or  18.24%. 

Based  on  cost  alone  it  is  better  to  borrow  from  the  bank  for  30  days. 

MARKS:  (5)  for  correctly  calculating  the  opportunity  cost  of  foregoing  the  discount 
(2)  for  correctly  calculating  the  $7,350  interest 
(1)  for  correctly  calculating  the  1.52%  per  month  cost  of  the  loan 
(I)  for  annualizing  the  cost  of  the  loan 
(I)  for  correct  decision 
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15  Q.3 

(5)  (a)  The  hedging  principle  states  that  short-term  needs  for  funds  should  be  financed  with 

short-term  sources  of  money  and  that  long-term  needs  should  be  financed  with  long¬ 
term  sources  of  money. 

MARKS:  (5)  for  correctly  explaining  what  is  meant  by  the  hedging  principle 

(10)  (b)  To  obtain  the  permanent  and  temporary  requirements  of  funds  we  must  first 

calculate  the  cumulative  need  for  funds  as  indicated  in  the  following  table. 


Dollar  Figures  in  Millions  of  Dollars 


Quarter 

1 

2 

3 

4 

5 

6 

7 

8 

Cash  inflow 
(outflow) 

.6 

(2.1) 

(3.2) 

1.2 

2.0 

(1.0) 

.2 

.4 

Cumulative 

.6 

(1.5) 

(4.7) 

(3.5) 

(1.5) 

(2.5) 

(2.3) 

(1.9) 

The  data  indicate  a  need  for  $1.5  million  of  permanent  financing  (minimum 
cumulative  needs  for  quarters  2  and  5)  and  for  $3.2  million  maximum  of  temporary 
financing  (maximum  fund  need  will  occur  in  quarter  3;  subtracting  the  permanent 
portion  yields  the  $3.2  maximum  temporary  financing  need). 

Alternative  i)  would  result  in  more  long-term  debts  being  issued  than  necessary  to 
meet  permanent  requirements.  Given  upward  sloping  yield  curves  this  alternative 
would  unnecessarily  increase  financing  costs.  This  alternative  is  not  consistent  with 
the  hedging  principle  given  that  temporary  money  needs  are  being  financed  with  a 
long-term  source  of  funds. 

Alternative  ii)  would  result  in  more  long-term  debt  being  issued  than  necessary  to 
meet  permanent  requirements  resulting  in  higher  financing  costs.  The  trade  credit 
actually  available  may  not  be  sufficient  to  meet  the  funds  need  of  the  firm.  This 
alternative  is  not  entirely  consistent  with  the  hedging  principle  given  that  temporary 
money  needs  are  being  financed  with  long-term  sources  of  funds. 

Alternative  iii)  would  result  in  permanent  money  needs  being  financed  via  long-term 
sources  of  funds  and  temporary  money  needs  being  financed  via  the  line  of  credit. 
This  alternative  is  consistent  with  the  hedging  principle. 


MARKS:  (2)  for  correctly  identifying  permanent  financing  needs 
(2)  for  correctly  identifying  temporary  financing  needs 


(2)  for  correctly  identifying  alternative 
hedging  approach 

(2)  for  correctly  identifying  alternative 
with  the  hedging  approach 
(2)  for  correctly  identifying  alternative 
hedging  approach 


i)  as  not  being  consistent  with  the 

ii)  as  not  being  entirely  consistent 

iii)  as  being  consistent  with  the 
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12  Q.4 

(6)  (a)  Plan  A 


EBIT 

$-10,000 

$10,000 

$30,000 

$50,000 

$70,000 

EAT 

-6,000 

6,000 

18,000 

30,000 

42,000 

Preferred 

Dividends 

-40,000 

-40,000 

-40,000 

-40,000 

-40,000 

EAC 

-46,000 

-34,000 

-22,000 

-10,000 

2,000 

EPS 

-9.2 

-6.8 

-4.4 

-2 

.40 

Plan  B 

EBIT 

$-10,000 

$10,000 

$30,000 

$50,000 

$70,000 

Interest 

-60,000 

-60,000 

-60,000 

-60,000 

-60,000 

EBT 

-70,000 

-50,000 

-30,000 

-10,000 

10,000 

EAC 

-42,000 

-30,000 

-18,000 

-6,000 

6,000 

EPS 

-10.5 

-7.5 

-4.5 

-1.5 

1.5 

The  leverage  of  Plan  B  is  greater  than  that  of  Plan  A  (1.5  as  opposed  to  1).  As 
indicated  in  the  table  above,  the  variability  of  EPS  is  greater  for  Plan  B.  Students  did 
not  have  to  calculate  the  entire  table  to  arrive  at  this  conclusion.  EPS  need  only  to  be 
calculated  for  the  lowest  level  of  EBIT  ($-10,000)  and  for  the  highest  level  of  EBIT 
($70,000)  to  arrive  at  the  same  conclusion.  However,  the  entire  table  is  needed  to 
answer  part  (b). 

MARKS:  (2)  for  correct  EPS  calculations  for  Plan  A 
(2)  for  correct  EPS  calculations  for  Plan  B 
(2)  for  correct  conclusion  on  variability  of  EPS 

(6)  (b)  The  expected  value  of  EPS  for  Plan  A  is: 

=  .1  »  $-9.2  -  .2  x  $6.8  -  .4  x  $4.4  -  .2  x  $2  +  .1  x  $o.  4 


=  $-.92  -  $1.36  -  $1.76  -  $0.40  +  $0.04. 


=  $-4.40 


The  expected  value  of  EPS  for  Plan  B  is: 

-  .1  x  $-io.5  -  .2  x  $7.5  -  .4  x  $4.5  -  .2  «  $1.5  +  .1  x  $1.5 
=  $-1.05  -  $1.50  -  $1.80  -  $0.30  +  $0.15 

=  $-4.50 

An  alternative  solution  consists  of  first  calculating  the  expected  level  of  EBIT  as: 
=  lx  $10,000  +  .2  x  $10,000  +  .4  x  $30,000  +  .2  x  $50,000  +  .1  «  $70,000 

-  $-1,000  +  $2,000  +  $12,000  +  $10,000  +  $7,000 
'=  $30,000 

The  second  step  would  consist  of  calculating,  for  each  financing  plan,  the  level  of  EPS 
as  indicated  in  part  (a). 


S3I6D83 


MARKS:  (3)  for  calculating  the  expected  value  of  EPS  for  each  plan,  to  a  maximum  of  6 
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12  Q.5 


12  Q.6 


Answers  will  vary  and  will  be  treated  on  merit.  Any  of  the  following  reasons  may  be 
discussed  with  illustrations,  with  up  to  3  marks  awarded  for  each: 

i)  synergy 

ii)  growth  in  EPS 

iii)  increased  borrowing  capacity 

iv)  lower  the  cost  of  capital 

v)  acquiring  assets  at  below  replacement  cost 

vi)  diversification 

vii)  freeze  out  of  minority  shareholders 

The  theoretical  value  of  the  right  in  this  situation  would  be  $35  -  $30  =  $2.50. 

2 


Students’  answers  must  consider  why  the  market  price  would  be  $.30  above  the 
theoretical  price. 

The  reason  for  the  market  premium  of  $.30  is  that  by  holding  the  rights  there  is  a  greater 
potential  for  capital  appreciation  relative  to  holding  the  shares  of  stock  in  the  event  the 
price  of  shares  increased. 


A  numerical  illustration  is  required.  For  example,  if  the  market  price  of  the  shares 
increased  from  $35  to  $40  the  rate  of  return  for  an  investor  holding  the  shares  would  be: 


$40  -  $35 

35 


»  100  or  14.29%. 


Where  the  shares  are  selling  for  $40,  the  theoretical  value  of  the  rights  is: 
$40  -  $30  _  $5 


If  the  rights  traded  at  this  theoretical  value  the  rate  of  return  for  an  investor  holding  the 
rights  would  be: 


$5  -  $2.50 

$2.50 


*  100  or  100%. 


Thus,  it  should  be  apparent  that  if  the  price  of  the  shares  moves  upwards  the  rate  of  return 
obtained  by  holding  the  rights  is  far  greater  than  that  obtained  by  holding  the  shares. 


MARKS:  (3)  for  correctly  calculating  the  theoretical  price  of  the  right 

(2)  for  correctly  calculating  the  $.30  premium 

(3)  for  correctly  explaining  why  the  premium  exists 

(4)  for  illustration 
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14  Q.7 

(6) 

(a)  Let  X  equal  the  amount  which  must  be  deposited  today.  This  amount  must  equal  the 
PV  of  a  10  year  $1,000  annuity,  evaluated  at  14%. 

X  =  5.216  »  1,000 

X  =  $5,216 

(8) 

(b)  Let  Y  equal  the  amount  which  must  be  deposited  today.  This  amount  must  equal  the 
sum  of  two  time  equivalents  positioned  at  t  =  0.  The  first  represents  the  time  value  of  a 
four  year  $1,000  annuity  discounted  at  12%.  The  second  represents  the  time  value  of 
an  equivalent  lump  sum  payment  at  t  =  4  discounted  at  12%. 

i 

The  lump  sum  payment  at  t  =  4  is  equivalent  to  the  time  value  of  a  six  year  $1,000 
annuity  evaluated  at  16%.  Thus, 

Y  =  3.037  *  $1,000  +  .636  *  Lump  Sum  Equivalent 

Y  =  3.037  x  $1,000  +  .636  *  3.685  *  $1,000 

Y  =  $3,037  +  $2,344 

Y  =  $5,381 

MARKS:  (3)  for  correctly  setting  up  the  time  equivalents 

(2)  for  correctly  evaluating  the  time  equivalent  of  the  four  year  annuity 

(3)  for  correctly  evaluating  the  time  equivalent  of  the  six  year  annuity 

14  Q.8 

Proposals  A  and  B:  NPV  -  25  +  20  =  45 

cr2  =  a2  +  o-2  +  2p  <r  a 

A+B  A  B  AB  A  B 

=  I02  +  7.52  +  2  x  .7  x  10  x  7.5 

=  100  +  56.25  +  105 

=  261.25 

Proposals  A  and  C:  NPV  =  25  +  15  =  40 

O' 2  =  102  +  102  +  2  X  .3  X  10  x  10 

A  +  C 

=  100  +  100  +  60 

=  260 

Proposals  B  and  C:  NPV  =  20  +  15  =  35 

0  2  *  7.52  +  102  +  2  x  .8  X  7.5  x  10 

B+C 

=  56.25  +  100  +  120 

=  276.25 

Proposals  A  and  B  where  combined  provide  the  highest  NPV  with  the  lowest  risk. 

MARKS:  (3)  for  correctly  identifying  the  formula  to  use  for  <r2 

(3)  for  correct  calculation  of  each  combination  <r  2  to  a  maximum  of  9  marks 
(2)  for  correct  solution 

100 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
March,  1984 


Marks 


Time:  3  Hours 


NOTE:  Show  all  your  calculations  neatly.  For  essay-type  questions,  carefully  outline  your 
answer  before  starting  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the 
answer,  not  the  amount  written. 

12  Q.  1  Explain  what  is  meant  by  indifference  analysis  and  discuss  its  main  limitations  as  a  useful 
approach  to  planning  for  financial  executives. 

12  Q.2 

(6)  (a)  A  convertible  debenture  has  a  $  1 ,000  face  value.  The  specified  conversion  price  is  $20 

while  the  call  premium  is  14%.  What  price  must  the  common  shares  exceed  before 
conversion  can  be  forced  by  the  issuer? 

(6)  (b)  A  $  1 ,000  convertible  debenture  with  a  coupon  rate  of  8%  and  a  maturity  of  20  years, 

can  be  converted  into  20  common  shares  at  any  time.  The  current  market  price  of  the 
convertible  debenture  is  $1,200  and  the  firm’s  common  shares  currently  trade  at  $55 
per  share.  The  going  market  yield  on  similar  straight  debentures  is  10%. 

If,  because  of  poor  performance  of  the  firm’s  common  shares,  the  conversion  feature 
becomes  worthless,  to  what  level  would  you  expect  the  market  price  of  the  convertible 
to  drop?  Explain. 

14  Q.3  Explain  how  the  formula  CdT  is  derived. 

k+d 


Your  explanation  should  include  what  the  formula  means  and  what  role  it  plays,  if  any,  in 
the  evaluation  of  capital  budgeting  proposals. 

NOTE:C  -  net  initial  investment 
T  =  corporate  tax  rate 

d  =  maximum  rate  for  capital  cost  allowance 
k  =  discount  rate 

12  Q.4  Andeansa  has  $  1 0  million  of  1 8  %  mortgage  bonds  outstanding,  maturing  in  1 5  years.  A 

15  year  issue  of  similar  bonds  can  now  be  issued  at  15%.  Andeansa’s  tax  rate  is  47%.  The 
bonds  outstanding  carry  a  call  premium  of  10%.  Flotation  costs  associated  with  the  sale 
of  the  new  bonds  have  been  estimated  at  $450,000. 


REQUIRED: 

Using  an  8%  after-tax  discount  rate,  should  the  debt  be  refunded? 

Assume  flotation  costs  are  fully  deductible  for  tax  purposes  at  t=0.  The  call  premium  is 
not  tax  deductible. 

12  Q.5  Discuss  the  main  risk-return-liquidity  tradeoffs  which  are  faced  by  working  capital 

managers. 
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14  Q.6 

Your  dream  home  now  costs  $250,000.  Inflation  is  expected  to  cause  this  price  to  increase 
by  5%  per  year.  Each  year  (at  year-end)  you  plan  to  deposit  $18,605  in  a  bank  account 
earning  12%.  Calculate  the  number  of  years  it  will  take  you  to  raise  sufficient  cash  to 
purchase  your  dream  home. 

10  Q.7 

Explain  why,  when  evaluating  capital  investments  with  the  NPV  and  IRR  criteria,  cash 
flows  are  used  instead  of  profits. 

14  Q.8 

The  Tony  Company  has  decided  to  acquire  a  new  GGOH  system  for  one  of  its 
manufacturing  plants  in  Ottawa,  Ontario.  The  GGOH  system  costs  $160,000  and  it  is 
estimated  to  have  a  useful  life  of  five  years.  The  system  is  expected  to  have  no  salvage 
value  at  the  end  of  the  fifth  year. 

If  purchased,  the  system  will  be  recorded  as  a  single  asset  pool  with  an  applicable  CCA  tax 
rate  of  15%.  The  Tony  Company  would  require  a  $160,000,20%,  five  year  loan  payable  in 
equal  instalments  to  purchase  the  system. 

The  manufacturer  of  the  GGOH  system  is  offering  to  lease  the  system  under  a  five  year 
non-cancelable  lease.  The  lease  would  require  payments  of  $42,400  to  be  made  at  the 
beginning  of  each  of  the  five  years. 

The  company’s  tax  rate  is  40%  and  the  cost  of  capital  is  16%. 

REQUIRED: 

(8) 

(a)  Assuming  that  the  firm’s  after-tax  cost  of  borrowing  is  the  appropriate  discount  rate 
to  use  in  the  analysis,  should  the  Tony  Company  purchase  or  lease  the  GGOH 
system? 

(6) 

(b)  How  would  the  analysis  in  part  (a)  be  affected  if  the  firm  were  to  estimate  the  salvage 
value  of  the  GGOH  system  to  be  $45,000  at  the  end  of  the  fifth  year? 

100 

END  OF  EXAMINATION 
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Presenl  Value  ol  $1 


Year 

1% 

2% 

3% 

4% 

5% 

6% 

7\ 

8% 

9% 

10% 

12% 

14% 

15% 

16% 

18% 

20% 

24% 

28% 

32% 

36% 

40% 

50% 

60% 

70% 

80% 

90% 

t 

990 

.980 

971 

962 

.952 

943 

.935 

.926 

.917 

909 

893 

.877 

.870 

.062 

.847 

833 

.806 

.781 

.758 

.735 

.714 

.667 

.625 

.588 

.556 

.526 

2 

980 

961 

943 

925 

.907 

890 

.873 

857 

842 

.826 

.797 

.769 

756 

.743 

.718 

694 

.650 

.610 

.574 

.541 

.510 

.444 

.391 

346 

.309 

.277 

3 

.971 

942 

915 

889 

864 

840 

.816 

794 

.772 

.751 

.712 

.675 

.658 

.641 

.609 

.579 

.524 

.477 

.435 

.398 

.364 

.296 

244 

.204 

.171 

.146 

4 

961 

.924 

889 

.855 

823 

792 

.763 

.735 

.708 

683 

.636 

.592 

.572 

.552 

.516 

.482 

423 

.373 

.329 

.292 

.260 

.198 

.153 

.120 

.095 

.077 

5 

.951 

.906 

863 

.822 

.784 

.747 

.713 

681 

.650 

.621 

.567 

.519 

.497 

476 

.437 

.402 

.341 

.291 

.250 

.215 

.186 

.132 

,095 

.070 

.053 

.040 

6 

942 

.888 

838 

790 

746 

705 

.666 

630 

596 

.564 

.507 

.456 

432 

.410 

.370 

.335 

.275 

.227 

.189 

.158 

.133 

.088 

.060 

.041 

.029 

.021 

7 

933 

871 

813 

760 

.711 

665 

623 

583 

.547 

.513 

.452 

.400 

.376 

.354 

314 

.279 

.222 

178 

.143 

.116 

.095 

.059 

.037 

.024 

.016 

.011 

8 

.923 

853 

.789 

731 

.677 

627 

.582 

.540 

.502 

.467 

.404 

.351 

.327 

.305 

.266 

.233 

.179 

.139 

.108 

.085 

.068 

.039 

.023 

.014 

.009 

.006 

9 

.914 

.837 

766 

.703 

645 

.592 

.544 

.500 

.460 

.424 

.361 

.308 

.284 

.263 

.226 

.194 

.144 

.108 

.082 

.063 

.048 

.026 

.015 

.008 

.005 

.003 

10 

905 

.820 

.744 

676 

.614 

558 

508 

463 

.422 

.386 

.322 

.270 

.247 

.227 

.191 

.162 

.116 

.085 

.062 

.046 

.035 

.017 

.009 

.005 

.003 

.002 

11 

896 

804 

.722 

650 

.585 

.527 

475 

429 

388 

.350 

.287 

.237 

.215 

.195 

.162 

.135 

.094 

066 

.047 

.034 

.025 

.012 

006 

.003 

.002 

001 

12 

887 

788 

701 

625 

.557 

497 

.444 

.397 

.356 

.319 

.257 

.208 

187 

.168 

.137 

.112 

.076 

.052 

.036 

.025 

.018 

.008 

.004 

.002 

.001 

.001 

13 

879 

.773 

681 

601 

530 

.469 

415 

368 

.326 

.290 

.229 

.182 

163 

.145 

.116 

.093 

.061 

.040 

.027 

.018 

.013 

.005 

002 

.001 

.001 

.000 

14 

.870 

.758 

661 

.577 

.505 

442 

.388 

.340 

.299 

.263 

.205 

.160 

.141 

.125 

.099 

.078 

.049 

.032 

.021 

.014 

.009 

.003 

.001 

.001 

.000 

.000 

15 

.861 

.743 

642 

.555 

.481 

417 

.362 

.315 

.275 

.239 

.183 

.140 

.123 

.108 

.084 

.065 

.040 

.025 

.016 

.010 

.006 

.002 

.001 

.000 

.000 

000 

16 

.853 

.728 

623 

534 

458 

.394 

.339 

292 

.252 

.218 

.163 

.123 

.107 

.093 

.071 

.054 

.032 

.019 

.012 

.007 

.005 

.002 

001 

.000 

.000 

17 

814 

.714 

.605 

513 

436 

.371 

.317 

.270 

.231 

.198 

146 

100 

093 

.060 

.060 

045 

.026 

.015 

.009 

.005 

.003 

.001 

000 

000 

Id 

.836 

.700 

.587 

.494 

.416 

.350 

.296 

.250 

212 

180 

.130 

.095 

.081 

.069 

.051 

.038 

.021 

.012 

.007 

.004 

.002 

.001 

.000 

.000 

19 

828 

686 

570 

475 

396 

331 

.276 

.232 

.194 

.164 

.116 

083 

,070 

.060 

.043 

.031 

.017 

.009 

.005 

.003 

.002 

.000 

.000 

20 

020 

673 

554 

456 

.377 

.319 

.258 

.215 

.178 

.149 

.104 

.073 

.061 

.051 

.037 

.026 

.014 

.007 

.004 

.002 

.001 

.000 

.000 

25 

.780 

.610 

4  78 

375 

.295 

.233 

.184 

.146 

.116 

.092 

.059 

.038 

030 

.024 

.016 

.010 

.005 

.002 

.001 

.000 

.000 

30 

.742 

552 

412 

.308 

.231 

.174 

.131 

.099 

.075 

.057 

.033 

.020 

.015 

.012 

.007 

.004 

.002 

.001 

.000 

.000 

Present  Worth  of  An  Annuity  of  $1 


Year  1%  2%  3%  4%  5%  6%  7%  8%  9%  10%  12%  14%  16%  18%  20%  24%  28%  32%  36% 


1 

0.990 

0.980 

0.971 

0.962 

0.952 

0.943 

0.935 

0.926 

0.917 

0.909 

0.893 

0.877 

0.862 

0.847 

0.033 

0.806 

0.781 

0  758 

0.735 

2 

1.970 

1.942 

1.913 

1.886 

1.859 

1.833 

1.808 

1.783 

1.759 

1.736 

1.690 

1.647 

1.605 

1.566 

1.528 

1.457 

1.392 

1.332 

1.276 

3 

2.941 

2.884 

2.829 

2.775 

2.723 

2.673 

2.624 

2.577 

2.531 

2.487 

2.402 

2.322 

2.246 

2.174 

2.106 

1  981 

1.860 

1.766 

1.674 

4 

3.902 

3  808 

3.717 

3.630 

3  546 

3.465 

3.387 

3.312 

3.240 

3.170 

3.037 

2.914 

2.798 

2.690 

2.589 

2.404 

2.24  1 

2.096 

1.966 

5 

4.853 

4.713 

4.580 

4.452 

4.329 

4.212 

4.100 

3.993 

3.890 

3.791 

3.605 

3.433 

3.274 

3.127 

2.991 

2.745 

2.532 

2.345 

2.181 

6 

5.795 

5.601 

5.417 

5.242 

5.076 

4.917 

4.766 

4.623 

4.486 

4.355 

4.111 

3.889 

3.685 

3.498 

3.326 

3.020 

2.759 

2.534 

2.339 

7 

6.728 

6.4  72 

6.230 

6.002 

5.786 

5.582 

5.389 

5.206 

5.033 

4.868 

4.564 

4.288 

4.039 

3.812 

3.605 

3.242 

2.937 

2.670 

2.455 

8 

7.652 

7325 

7.020 

6.733 

6.463 

6.210 

5.971 

5.747 

5.535 

5.335 

4.968 

4.639 

4.344 

4.078 

3.837 

3.421 

3.076 

2.786 

2.540 

9 

8.566 

8.162 

7.786 

7.435 

7.108 

6.802 

6.515 

6.24  7 

5.985 

5.759 

5.328 

4  946 

4.607 

4.303 

4.031 

3.566 

3.184 

2.868 

2.603 

10 

9.471 

8.983 

8.530 

8.111 

7.722 

7.360 

7.024 

6.710 

6.418 

6.145 

5.650 

5.216 

4.833 

4.494 

4.193 

3.682 

3.269 

2.930 

2.650 

11 

10.368 

9  787 

9.253 

8.760 

8.306 

7.887 

7.499 

7.139 

6.805 

6.495 

5.988 

5.453 

5.029 

4.656 

4.327 

3.776 

3.335 

2.970 

2.683 

12 

11.255 

10.575 

9.954 

9.385 

8.863 

8.384 

7.943 

7.536 

7.161 

6.814 

6.194 

5.660 

5.197 

4.793 

4.439 

3.851 

3.387 

3.013 

2.708 

13 

12.134 

11.348 

10.635 

9.986 

9.394 

8  853 

8.358 

7.904 

7.487 

7.103 

6.424 

5.842 

5.342 

4.910 

4.533 

3.912 

3.427 

3.040 

2.727 

14 

13.004 

12.106 

11.296 

10.563 

9.899 

9.295 

8.745 

8.244 

7.786 

7.367 

6.628 

6.002 

5.468 

5.008 

4.611 

3.962 

3.459 

3.061 

2.740 

15 

13.865 

12.849 

11.938 

11.118 

10.380 

9.712 

9.108 

8.559 

8.060 

7.606 

6.811 

6.142 

5.575 

5.092 

4.675 

4.001 

3.483 

3.076 

2.750 

16 

14.718 

13.578 

12.561 

11.652 

10.838 

10.106 

9.44  7 

8.851 

8.312 

7.824 

6.974 

6.265 

5.669 

5.162 

4.730 

4  033 

3.503 

3.088 

2.758 

17 

15.562 

14.292 

13.166 

12.166 

11.274 

10.477 

9.763 

9.122 

8.544 

8.022 

7.120 

5.373 

5.749 

5.222 

4.775 

4.059 

3.518 

3,097 

2.763 

18 

16.398 

14.992 

13.754 

12.659 

11.690 

10.828 

10.059 

9.372 

8.756 

8.201 

7.250 

6.467 

5.818 

5.273 

4.812 

4.080 

3.529 

3.104 

2.767 

19 

17.226 

15.678 

14.324 

13.134 

12.085 

11.158 

10.336 

9.604 

8.950 

8.365 

7.366 

6.550 

5.877 

5.316 

4.844 

4.097 

3.539 

3.109 

2.770 

20 

18  046 

16.351 

14.877 

13.590 

12.462 

11.4  70 

10.594 

9.818 

9.128 

8.514 

7.469 

6.623 

5.929 

5.353 

4.870 

4.110 

3.546 

3.113 

2.772 

25 

22.023 

19.523 

17.413 

15.622 

14.094 

12.783 

11.654  1 

10.675 

9.823 

9.077 

7.843 

6.873 

6.097 

5.467 

4.948 

4.147 

3.564 

3.122 

2,776 

30  25  808  22.397  19.600  17.292  15.373  13.765  12.409  11.258  10.274  9.427  8.055  7.003  6.177  5.517  4.979  4.160  3.569  3.124  2.778 
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Compourvd  win  ol  II 


Y«*i  1% 


2%  3%  4%  5% 


6'  . 


7% 


0% 


9% 


10%  12%  14% 


15%  16%  18% 


20%  24% 


28% 


1  1.010  1.020  1.030  1.040 

2  1  020  1.040  1.061  1.082 

3  1.030  1.061  1.093  1.125 

4  1  041  1  082  1.126  1.170 

5  I  051  1.104  1.159  1.217 


1.050  1.060  1.070  1.080 

1.102  1.124  1.145  1.166 

1.158  1.191  1.225  1.260 

1.216  1.262  1.3)1  1.360 

1.276  1.338  1.403  1.469 


1.090  1.100  1.120 

1.188  1.210  1  254 

1295  1.331  1  405 

1.412  1  464  1  574 

1.539  1.611  1.762 


1.140  1.150  1.160 

1.300  1.322  1  346 

1.482  1.521  1.561 

1.689  I  749  1.811 

1.925  2.011  2.100 


1.180  1.200  1.240 

1.392  1.440  1.538 

1.643  1.728  1.907 

1.939  2.074  2.364 

2.288  2488  2.932 


1.280  1.320 

1  638  1.742 

2  067  2  300 

2684  3036 

3*36  4  007 


1.360 
I  850 
2515 

3  421 

4  653 


6  1.062  1.126  1  194 

7  1.072  1.149  1.230 

8  1  083  1.172  1.267 

9  1.094  1.195  1.305 

10  1.105  1.219  1.344 


1.265  1.340  1.419 
1.316  1.407  1.504 
I  369  1.477  1.594 
1  423  1.551  1  689 
1.480  1.629  1.791 


1.501  1.587  1.677 

1.606  1.714  1.828 

1.718  1.851  1.993 

1.838  1,999  2.172 

1.967  2.159  2.367 


1.772 

1.949 

2.144 

2.358 

2.594 


1.974 
2.211 
2  4  76 
2.773 
3.106 


2.195 

2.502 

2.853 

3.252 

3.707 


2.313 

2.660 

3.059 

3.518 

4.046 


2.436 
2  826 
3.278 
3.803 
4  411 


2.700  2.986  3.635 

3.185  3.583  4.508 

3.759  4.300  5.590 

4  435  5.160  6.931 

5.234  6.192  8.594 


4.398  5.290 

5.629  6.983 

7.206  9.217 

9.223  12.166 

11.806  16.060 


6  328 
8  605 
11.703 
15.917 
21.647 


11  1  1)6  1  243  1.384  1.539  1.710  1.898  2.105 

12  1.127  1268  1  426  1.601  1.796  2.012  2.252 

13  1  138  1.294  1  409  1  665  1.886  2  133  2  410 

14  1.149  1  319  1.513  1.732  1.980  2,261  2.579 

15  1.161  I  346  1.558  1  801  2.079  2.397  2.759 


2  332  2  580  2.853 

2.518  2  813  3  138 

2  720  3  066  3.452 

2  937  3  342  3.797 

3.172  3.642  4.177 


3  479 

3  896 
4.363 

4  887 
5.4  74 


4.226 
4  818 
5.492 
6261 
7.138 


4.652 

5.350 

6.153 

7.076 

8.137 


5.117 

5.936 

6.886 

7.988 

9.266 


6.176 
7.288 
8  599 
10.147 
11.974 


7.430  10.657 

8916  13.215 

10  699  16.386 

12.839  20.319 

15.407  25  196 


15.112 
19  313 
24  759 
31.691 
40.565 


21.199 
27.983 
36  937 
48.757 
64.359 


29  4  39 
40037 
54  151 
74.053 
100.712 


16  1.173  1.373 

17  1.184  1.400 

18  1.196  1  428 

19  1.208  1  457 

20  1.220  I  486 


1.605  1.873  2.183 
1.653  1  948  2.292 
1.702  2.026  2.407 
1.754  2.107  2.527 
1  806  2.191  2.653 


2  540  2.952  3.426 

2.693  3.159  3  700 

2.854  3.380  3.996 

3  026  3.617  4.316 

3.207  3.870  4.661 


3.970 

4.328 

4.717 

5.142 

5.604 


4.595 
5  054 

5  560 
6.116 
6.728 


6  1  30  8.13  7  9  358  1  0.748  14.129  18  488 

6  866  9.276  10.761  12  468  16.672  22.186 

7.690  10.575  12.375  14.463  19.673  26.623 

8  613  12  056  14.232  16.777  23.214  31.948 

9646  13.743  16.367  19.461  27.393  38.338 


31.243 
38.741 
48.039 
59.568 
73  864 


51.923 
66  461 
85  071 
108  89 
139  38 


84  954 
112  14 
148.02 
195.39 
257.92 


136  9  7 
186  28 
253.34 
344.54 
468.57 


25  1.282  1  641  2.U94  2  666  3.386  4  292  5.427  6  848  8.623  10.835  17.000 


»462  32  919  40  874  62.669  95  396  216.542  478  9 


1033.6 


2180.) 


30  1.348  1.811  2.427  3.243  4.322  5.743  7.612  10.063  13.268  17.449  29  960  50.950  66.212  85.850  143.371  237.376  634  820  1645.5 


4142.1  10143.0 


Sum  o»  »n  «nnmly  of  51  lot  N  yc«t» 


1.000 

2.0)0 

3.030 

4.060 

5.101 


1.000 

2.040 

3.122 


1.000  1.000 


4122  4  184  4  246  4.310  4.375 

5.204  5.309  5.416  5.526  5.637  5.751 


7% 

1.000 

2.070 

3  215 

4  440 


8  8.286  8.583  8.892  9  214 

9  9  369  9  755  10.159  10  583 

10  10  462  10.950  11  464  12.006 

11  11.567  12  169  12  808  13.486 

12  12  683  13.412  14  192  15.026 

13  13.809  14  680  15  618  16.627 

14  14  947  15  974  17  086  18  292 

15  16  097  17.293  18.599  20024 

16  17.258  18  539  20.157  21  825 

17  18  430  20  012  21.762  23  698 

18  196)5  214)2  23.414  25.645 

19  20811  22  841  25117  27  671 

20  22  019  24  297  26  870  2 9.778 

25  28  243  32.030  36.459  41616 

30  34.785  40  568  47.575  56.085 


6.802 

8  142 

9  549 


6.975  7.153 

8  394  8.654 

9  897  10.260 
11.027  11.491  11  978 

12.578  13  181  13.816 

14.207  14  972  15.784 
15.917  16.870  17  888 
17  713  18.882  20.141 
19.599  21.051  22  550 

21.579  23  276  25.129 

23.657  15.6'3  27.888 
25  840  28.713  30.840 
28  132  30.906  33.999 
20.539  33.760  37.37? 
33.066  36  786  40.995 


8% 

1.000 
2.080 
3.246 
4.506 
5  867 

7.336 
8.923 
10.637 
12  488 
14.487 

16  645 
18  977 
21.495 
24.215 
27.152 

30.324 

33.750 

37.450 

41.446 

45.762 


9% 

1  000 
2.090 
3.270 
4.573 
5.985 

7.523 

9.200 

11.028 

13.021 

15.193 

17.560 

20.141 

22.953 

26.019 

29.361 

33.003 

36.974 

41.301 

46.018 

51.160 


1.000 
2.100 
3.310 
4  641 
6.105 

7.716 

9.487 

11.436 

13.579 

15.937 

18.531 
21.384 
24  523 
27.975 
31.772 

35.950 

40.545 

45.599 

51.159 

57.275 


12% 

1.000 
2.120 
3.374 
4  770 
6  353 

8.115 
10.089 
12.300 
14  776 
17  549 


14% 

1.000 

2.140 

3.440 

4.921 

6.610 


13  233 
16.085 
19  337 


16% 

1.000 
2.160 
3  506 
5  066 
6.877 


14.240 
17.518 
21  321 


18% 

1.000 

2.180 

3.572 

5.215 

7.154 

9.442 

12.142 

15.327 

19086 

23.521 


37.280  43.842  51.060  60.965 


42.753 
48  884 
55.750 
63.440 
72.052 


50980 
59.118 
68  394 
78  909 


71.673 


20% 

1.000 

2.200 

3.640 

5.368 

7.442 

9.930 
12.916 
16.499 
20  799 
25.959 

32.150 

39.580 

48.497 

59.196 

72.035 

87.442 
105.931 
128.117 
154.740 
186  688 


24% 

1.000 
2.240 
3  778 
5.684 
8.048 

10.980 
14.615 
19.123 
24.712 
31  643 

40.238 
50.985 
64.1 10 
80.496 
100  815 

126.01 1 
157.253 
195.994 
244  033 
303.601 


1  000 
2  280 
3.910 
6  016 
8.700 

12.136 
16.534 
22  163 
29  369 
38592 

50.399 
65.510 
84  853 
109.612 
141.303 

181  87 
233,79 
300  25 
385  32 
494  21 


91.025  115.380  146.628 
98.347  133.334  181.871  249.214  342.603 
66  439  79.058  94  461  113.283  136.308  164  494  241.333  356.787  530.312  790  948  1181.882  2640.916  5873  2 


47.727  54.865  63.249  73.106  84.701 


1  000 
2.320 
4  062 
6  362 
9  398 

13  406 
18  696 
25  678 
31  895 
47.062 

63.122 
84  320 
112  303 
149  240 
197.997 

262.36 
34  7.31 
459  45 
607  47 
802  86 


36% 

l  000 
2.360 
4.210 
6.725 
10.146 

14  799 
21.126 
29.732 
41.435 
57352 

78  998 
108  437 
148  475 
202  926 
276.979 

377.69 
514.66 
700  94 
954  28 
1298  8 


471.981  898  092  1706  8 


3226.8  6053  0 

12941.0  28172.0 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 

Q.  1  Indifference  analysis  shows  the  impact  of  various  capital  structures  on  EPS  as  a  function 
of  earnings  before  interest  and  taxes. 

The  main  limitations  for  indifference  analysis  as  a  useful  approach  to  analysis  and 
planning  are  two-fold.  First,  it  ignores  cash  flow  considerations.  Thus,  sinking  fund 
requirements  are  not  incorporated  into  the  analysis.  Second,  indifference  analysis  does 
not  consider  the  impact  of  leverage  on  the  risk  position  of  equity  holders. 

MARKS:  (6)  for  correctly  explaining  what  is  meant  by  indifference  analysis 

(3)  for  recognizing  indifference  analysis  ignores  cash  flow  considerations 
(3)  for  recognizing  that  indifference  analysis  does  not  adjust  for  shifts  in  risk 
exposures. 

Q.2 

(6)  (a)  A  conversion  price  of  $20  implies  that  the  debenture  may  be  converted  into  50  shares. 

With  a  call  of  $1,140,  unless  the  common  shares  are  worth  more  that  $1,140/50  or 
$22.80,  the  debentures  will  simply  be  surrendered  following  the  call, rather  than 
converted. 

MARKS:(3)  for  recognizing  the  conversion  ratio 
(3)  for  calculating  $22.80 

(6)  (b)  The  floor  price  will  equal  the  straight  debt  value  of  the  convertible  debenture.  Such 

straight  debt  value  equals  the  sum  of  $80  interest  per  year  for  20  years  discounted  at 
10%  plus  $1,000  received  20  years  from  now  discounted  at  10%.  Thus, 

=  $80  «  8.514  +  $1,000  «  .149 
=  $830 

MARKS:  (2)  for  recognizing  that  the  floor  price  will  equal  the  straight  debt  value 
(2)  for  correctly  calculating  the  PV  of  the  $80  annuity 
(2)  for  correctly  calculating  the  PV  of  the  $1,000 

Q.3  The  formula  is  used  to  calculate  the  total  present  value  of  the  tax  shield  due  to  claiming 
capital  cost  allowances  using  the  declining  balance  method. 

The  contribution  to  CCA  in  year  n  is:  Cd  ( 1  — d) n 
Tax  shield  from  CCA  in  year  n  is:  CdT  (l-d)n_1 
The  PV  of  these  tax  shields  may  be  expressed  as: 

CdT  .  CdT(l-d)  .  CdT(l-d)-  ,  CdT  (l-d)n  1  ... 

(1+k)  (1+k)2  (1+k)3  (l  +  k)» 

This  is  an  infinite  geometric  series.  The  formula  to  calculate  the  sum  of  this  series  is  given 
by 


CdT 

k+d 

The  formula  is  used  to  facilitate  the  calculations  of  the  PV  of  cash  flows  when  evaluating 
capital  budgeting  decisions. 


Page  20 1 


Continued  .  .  . 
Page  1  of  4 


MARKS:  (4)  for  correctly  stating  the  use  of  the  formula 
(4)  for  tax  shelter  expression 
(4)  for  sum  of  the  PV  of  tax  shelters  expression 

(2)  for  recognizing  formula  is  used  to  facilitate  calculations  of  cash  flows 

12  Q.4  The  after-tax  interest  savings  are: 

=  (.18  -  .15)  »  $10,000,000  «  8.559  x  (1  -  .47) 

-  $2,567,700  x  (1  -  .47) 

=  $1,360,881 

The  initial  after-tax  cash  outflows  are: 

=  $450,000  (1  -  .47)  +  .  10  x  $10,000,000 

-  $1,238,500 

Given  that  $1,360,881  >  $1,238,500  the  old  bonds  should  be  refunded. 

MARKS:  (3)  for  calculating  interest  savings 

(3)  for  calculating  after-tax  interest  savings 
(3)  for  calculating  sum  of  outflows 

(3)  for  correct  decision 

12  Q.5  The  liquidity  of  a  firm  may  be  increased  by  increasing  the  maturity  schedule  of  the  firm’s 

debt  and  by  increasing  the  investment  in  assets  which  can  readily  be  disposed  of  with  a 
minimum  of  price  concessions.  However,  the  actions  which  increase  the  firm’s  liquidity 
reduce  the  profitability  of  the  firm  when  upward  sloping  yield  curves  prevail  (long-term 
financing  costs  more  than  short-term  financing)  and  when  the  returns  on  liquid  assets  are 
less  than  those  on  fixed  assets. 

As  the  liquidity  of  the  firm  increases  the  risk  of  insolvency  decreases.  Thus,  the  working 
capital  manager  faces  the  common  risk-return  trade-off:  actions  which  increase  the  firm’s 
return  also  increase  the  firm’s  risk  exposure. 

MARKS:  (3)  for  recognizing  how  liquidity  is  affected  by  the  maturity  schedule  of  debt 
(3)  for  recognizing  how  liquidity  is  affected  by  asset  investment 
(3)  for  recognizing  the  relationship  between  liquidity  and  profitability 
(3)  for  recognizing  the  relationship  between  liquidity  and  risk 

14  Q.6  Let  n  be  the  number  of  years  it  will  take  to  raise  the  cash  to  purchase  the  house.  The 

compound  value  of  the  house  must  equal  the  sum  of  an  annuity  of  $18,605  for  n  years. 


Thus, 

$250,000  (1  +  .05)" 

=  Sum  of 

an  annuity  of  $18,605  for  n  years  at  12% 

For  n 

=  5 

$250,000  x  1.276  § 

$18,605  x 

6.353 

$319,000  > 

$118,197 

For  n 

=  10 

$250,000  x  1.629  * 

$18,605  x 

17.549 

$407,250  > 

$326,499 

Continued  .  .  . 
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For  n  ~  15 


$250,000  »  2.079  *  $18,605  *  37.280 
$519,750  >  $693,594 

We  now  know  that  10<n<  15.  Try  n  =  12. 

For  n  =  12 

$250,000  »  1.796  S  $18,605  »  24.133 
$449,000  =  $449,000 
The  answer  is  12  years. 

MARKS: (8)  for  correctly  setting  up  the  solution  to  the  problem 
(6)  for  correct  solution 

10  Q.7  Cash  flows  represent  the  true  inflow  and  outflow  of  purchasing  power.  Cash  flows  are 

monies  generated  by  the  asset  which  are  available  for  payment  to  the  suppliers  of  capital 
to  the  firm.  Cash  flows  measure  an  asset’s  productivity,  given  that  it  reflects  the  stream  of 
purchasing  power  provided  by  the  asset  to  the  firm. 

It  would  be  inappropriate  to  accept  a  project  only  if  the  present  value  of  profits  was  in 
excess  of  the  original  investment  since  depreciation  has  already  been  taken  to  recover  the 
original  investment  and  profits  are  amounts  in  excess  of  what  is  needed  to  recoup  the 
funds  invested. 


14 


MARKS:  (5)  for  statements  similar  to  those  included  in  the  first  paragraph 

(5)  for  statements  similar  to  those  inlcuded  in  the  second  paragraph 

0.8 

(8)  (a)  Disregarding  the  asset’s  residual  value,  the  cost  of  purchasing  (COP)  the  GGOH 

system  can  be  obtained  as: 


COP=  LOAN'-  C  dT 
d+Kb 

-  $160,000  -  $160,000  x  ,]5  x  .4 
.15  +  .20  (1-  .4) 

=  $160,000  -  9,600 
.27 

=  $160,000  -  $35,555 
=  $124,445 


The  cost  of  leasing  (COL)  can  be  obtained  as: 

COL=  PV  of  lease  payments  -  PV  of  tax  shelters 

-  ((1  +  3.037)  x  $42,400)  -((.4  x  3.605)  x  $42,000) 

=  (4.037  x  $42,400)  -  (1.442  *  $42,400) 

=  2.595  «  $42,400 
=  $110,028 

The  COL  is  less  than  the  COP  by  a  present  value  of  $14,416  when  cash  flows  are  evaluated 
at  12%,  the  firm’s  after-tax  cost  of  debt.  The  asset  should  be  leased. 


Continued  .  .  . 
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MARKS:  (4)  for  correctly  calculating  COP 
(3)  for  correctly  calculating  COL 
(1)  for  correct  conclusion 

(6)  (b)  The  PV  of  the  cash  flow  recognizing  the  disposal  of  the  GGOH  system  is  equal  to: 


=  $45,000  r.  .15  *  .4  1 
(1  +  .  I6)5  L  .15  +  .12j 

=  $45,000  *  .77778 

W 

=  $45,000  »  .77778  *  .476 
=  $16,660 

The  COP  would  then  be: 

COP  =  $124,445  -  $16,660 
COP  =  $107,785 

With  the  salvage  value  of  $45,000,  the  COP  is  less  than  the  COL. 


MARKS:  (2)  for  correctly  calculating 

(2)  for  correctly  calculating  S  /  (l+k)n 
(2)  for  correct  COP 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 

June,  1984 

Time:  3  Hours 

NOTE:  Show  all  your  calculations  neatly.  For  essay-type  questions,  carefully  outline  your  answer 


before  starting  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the  answer, 
not  the  amount  written. 

14  Q.l 

The  firm  you  work  for  is  contemplating  raising  $2.5  million  via  one  of  the  following  two 
alternatives. 

Alternative  One 

Sell  new  common  shares  at  $40  per  share  at  a  time  when  the  common  shares  outstanding 
are  trading  for  $44  on  the  Toronto  Stock  Exchange. 

Alternative  Two 

Sell  ten-year,  16°7o  convertible  bonds  at  their  face  value  of  $1,000.  The  conversion  ratio  is  20. 

The  firm  currently  has  100,000  shares  of  common  stock  and  $1  million  of  10%  bonds  out¬ 
standing.  The  firm  expects  its  earnings  before  interest  and  taxes  to  be  $1  million  after  the 
new  financing  is  undertaken.  The  firm’s  tax  rate  is  40%. 

REQUIRED: 

(6) 

(a)  In  the  event  that  the  firm  issues  the  new  equity,  calculate  the  total  number  of  shares 
of  stock  which  will  be  outstanding,  and  the  expected  earnings  per  share. 

(8) 

(b)  In  the  event  that  the  firm  issues  the  convertible  bonds,  calculate  the  number  of  shares 
of  stock  which  will  be  outstanding  and  the  expected  earnings  per  share,  assuming  50% 
of  all  the  convertible  bonds  are  converted. 

12  Q.2 

(6) 

(a)  Define  each  of  the  following: 

i)  Prime  Rate 

ii)  Commercial  Paper 

iii)  Bankers’  Acceptance 

(6) 

(b)  Provide  a  brief  explanation  of  the  yield  differentials  which  exist  between  the  prime  rate, 
3-month  Treasury  Bills,  and  30-day  Bankers’  Acceptances. 

14  Q.3 

(8) 

(a)  B.  Ggoh  plans  to  have  accumulated  $200,000  fifteen  years  from  now  (t=  15). 

How  much  would  he  have  to  save  at  the  end  of  each  year  for  the  next  fifteen  years  if 
reinvestment  rates  are  expected  to  be  12%  per  year  for  the  next  four  years  and  10% 
thereafter? 

(6) 

(b)  Assume  that,  instead  of  the  alternative  described  in  part  (a),  B.  Ggoh  decides  to  accumu¬ 
late  the  $200,000  by  purchasing  land  which  is  expected  to  appreciate  at  16%  per  year 
for  the  next  fifteen  years.  How  much  should  B.  Ggoh  invest  in  land  today  to  accumu¬ 
late  the  $200,000  at  t-  15? 
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12  Q.4  You  are  offered  two  alternatives.  The  first  entails  guessing  the  number  which  will 

appear  on  a  die  after  it  is  rolled.  If  you  correctly  guess  the  number,  you  will  receive 
$10,000,  but  if  you  fail  to  do  so,  you  get  nothing.  The  second  is  not  to  play  at  all  and 
receive  $  X  cash. 


REQUIRED: 

Use  this  specific  example  to  illustrate  how  you  would  specify  an  investor’s  certainty  equivalent 
coefficient. 

18  Q.5  You  are  asked  to  evaluate  the  following  two  capital  budgeting  proposals: 


Project  I 

Project  II 

Initial  cash  outlay 

$30,000 

$42,000 

Annual  operating  benefits  before 

depreciation  and  taxes 

$12,000 

$15,000 

Life  of  the  project 

6  years 

6  years 

REQUIRED: 

(8)  (a)  Calculate  the  Net  Present  Value  of  both  proposals,  assuming  14%  to  be  the  appropri¬ 

ate  after-tax  rate  of  discount,  taxes  at  50%,  and  the  declining  balance  maximum  capi¬ 
tal  cost  allowance  rate  at  10%. 

(5)  (b)  Show  how  the  calculations  in  part  (a)  would  be  adjusted  if,  further  to  the  data  given, 

we  require  additional  working  capital  of  $5,000  in  the  case  of  Project  I.  Assume  these 
funds  are  reallocated  within  the  firm  at  the  end  of  the  sixth  year. 

(5)  (c)  Disregarding  the  change  in  part  (b),  show  how  the  calculations  in  part  (a)  would  be 

adjusted  if,  further  to  the  data  given,  the  disposal  value  of  the  assets  in  Project  1  is  esti¬ 
mated  to  be  $4,000  at  the  end  of  the  sixth  year. 

12  Q.6  If  you  were  starting  a  business,  what  three  considerations  would  make  you  prefer  setting 

it  up  as  a  corporation  rather  than  as  a  proprietorship  or  a  partnership? 

6  Q.7  The  Eugene  Company  is  proposing  a  change  in  its  credit  policy  which  is  expected  to  increase 

sales  of  product  TWZ-2  from  45,000  to  60,000  units  per  year.  Average  collection  period 
is  expected  to  increase  from  30  to  60  days  due  to  the  credit  policy  change. 

Each  unit  of  TWZ-2  sells  for  $150,  the  variable  cost  per  unit  is  $120  and  the  average  cost 
per  unit,  at  the  45,000  unit  sales  level,  is  $130. 

REQUIRED: 

Calculate  the  marginal  cost  of  the  investment  in  accounts  receivable  due  to  the  change  in 
credit  policy.  Assume  a  14%  required  rate  of  return  on  investment  and  a  360  day  year. 


12  Q.8 

(4)  (a)  Distinguish  between  operating  leases  and  financial  leases. 

(8)  (b)  Explain  how  you  would  evaluate  the  desirability  of  a  financial  lease  relative  to  purchasing 

the  asset. 


100 


END  OF  EXAMINATION 
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Present  Value  ol  $1 


Year 

1% 

2% 

3% 

4% 

5% 

6% 

7% 

8% 

9% 

10% 

12% 

14% 

15% 

16% 

18% 

20% 

24% 

28% 

32% 

36% 

40% 

50% 

60% 

70% 

00% 

90% 

1 

990 

980 

971 

962 

.952 

943 

.935 

.926 

.917 

909 

093 

.877 

.070 

.062 

.847 

833 

.806 

.781 

.758 

.735 

.714 

.667 

.625 

.588 

.556 

.526 

2 

980 

.961 

943 

925 

907 

090 

.873 

057 

.842 

.826 

797 

.769 

756 

.743 

.718 

.694 

.650 

.610 

.574 

.541 

.510 

.444 

.391 

.346 

.309 

.277 

3 

.971 

942 

915 

889 

864 

840 

816 

794 

.772 

.751 

.712 

.675 

.650 

.641 

.609 

.579 

.524 

.477 

.435 

.390 

.364 

296 

244 

.204 

.171 

.146 

4 

.961 

.924 

809 

.855 

823 

.792 

763 

735 

.708 

603 

636 

.592 

.572 

.552 

.516 

.482 

423 

.373 

.329 

.292 

.260 

.190 

.153 

.120 

.095 

.077 

5 

.951 

.906 

863 

.822 

.784 

.747 

.713 

681 

.650 

.621 

567 

.519 

497 

476 

.437 

.402 

.341 

.291 

.250 

.215 

.106 

.132 

.095 

070 

.053 

.040 

6 

942 

.888 

838 

790 

746 

705 

666 

630 

596 

.564 

507 

.456 

432 

.410 

.370 

.335 

.275 

.227 

.189 

.158 

.133 

.088 

.060 

.041 

029 

.021 

7 

933 

871 

813 

.760 

.711 

.665 

623 

503 

.547 

.513 

452 

.400 

.376 

.354 

.314 

279 

.222 

.178 

.143 

.116 

.095 

.059 

.037 

.024 

016 

.011 

8 

.923 

053 

789 

731 

677 

627 

582 

.540 

.502 

.467 

.404 

.351 

.327 

.305 

.266 

.233 

.179 

.139 

.108 

.085 

.068 

.039 

.023 

.014 

.009 

.006 

9 

.914 

837 

.766 

703 

.645 

.592 

.544 

.500 

.460 

.424 

.361 

.300 

.204 

.263 

.226 

,194 

.144 

.108 

.082 

.063 

.048 

.026 

.015 

.008 

.005 

.003 

10 

.905 

020 

744 

676 

614 

558 

.508 

463 

.422 

.306 

.322 

.270 

247 

.227 

.191 

.162 

.1 16 

.005 

.062 

.046 

.035 

.017 

.009 

.005 

.003 

.002 

11 

.096 

804 

722 

650 

.585 

527 

475 

.429 

308 

.350 

.287 

.237 

215 

.195 

.162 

.135 

.094 

.066 

.047 

.034 

.025 

.012 

006 

.003 

.002 

.001 

12 

887 

788 

.701 

625 

.557 

.497 

444 

.39/ 

.356 

.319 

.257 

.200 

187 

.168 

.137 

.112 

.076 

.052 

.036 

.025 

.010 

.008 

004 

.002 

.001 

.001 

13 

879 

.773 

681 

.601 

.530 

.469 

415 

.368 

.326 

.290 

.229 

.182 

163 

.145 

.116 

.093 

.061 

.040 

.027 

.018 

.013 

.005 

.002 

.001 

.001 

000 

14 

.870 

.758 

661 

.577 

.505 

442 

.388 

.340 

.299 

.263 

.205 

.160 

141 

.125 

099 

.078 

.049 

032 

.021 

.014 

.009 

.003 

.001 

.001 

.000 

.000 

15 

.061 

743 

642 

.555 

481 

417 

.362 

.315 

.275 

.239 

.183 

.140 

.123 

.100 

.084 

.065 

.040 

.025 

.016 

.010 

,006 

.002 

.001 

.000 

.000 

000 

16 

853 

728 

623 

534 

458 

.394 

339 

.292 

.252 

218 

.163 

.123 

107 

.093 

.071 

054 

.032 

.019 

.012 

.007 

.005 

002 

001 

.000 

.000 

17 

844 

714 

.605 

513 

436 

371 

.317 

270 

.231 

190 

146 

100 

093 

.000 

060 

045 

.026 

015 

.009 

.005 

.003 

001 

000 

000 

10 

.836 

700 

.507 

.494 

416 

.350 

.296 

.250 

.212 

.100 

.130 

.095 

001 

.069 

.051 

.038 

.021 

.012 

.007 

.004 

.002 

.001 

000 

.000 

19 

020 

606 

570 

475 

396 

331 

.276 

.232 

.194 

164 

.116 

003 

.0/0 

.060 

.043 

031 

017 

.009 

.005 

.003 

.002 

.000 

.000 

20 

820 

673 

554 

456 

.37/ 

.319 

.258 

.215 

.170 

.149 

.104 

.073 

.061 

.051 

.037 

.026 

.014 

.007 

.004 

.002 

.001 

.000 

.000 

25 

780 

610 

470 

375 

.295 

233 

104 

.146 

.116 

.092 

.059 

.030 

.030 

.024 

.016 

010 

.005 

.002 

.001 

.000 

.000 

30 

.742 

552 

412 

.308 

.231 

.174 

131 

099 

.075 

.057 

.033 

020 

.015 

012 

.007 

.004 

.002 

001 

.000 

000 

Present  Worth  of  An  Annuity  of  $1 


Year 


2%  3%  4%  5%  6% 


7%  8% 


9%  10%  12%  14%  16% 


18% 


20%  24% 


28%  32%  36% 


0.990 

1.970 

2.941 

3.902 

4.053 


0  980 
1.942 
2.884 
3  808 
4.713 


0.971 

1.913 

2.829 

3.717 

4.580 


0.962 

1.806 

2.775 

3.630 

4.452 


0.952 

1.859 

2.723 

3.546 

4.329 


0.943 
1.833 
2.673 
3  465 
4.212 


0.935 

1.808 

2.624 

3.307 

4.100 


0.926  0.917  0.909 
1.783  1,759  1.736 

2.577  2.531  2.487 
3.312  3.240  3.170 
3.993  3.890  3.791 


0,893  0.877  0.862 
1.690  1.647  1.605 
2.402  2.322  2.246 
3.037  2.914  2.798 
3.605  3.433  3.274 


0.04  7  0.833  0.006 
1.566  1.520  1.457 

2.174  2.106  1.901 
2.690  2.589  2.404 
3.127  2.991  2.745 


0.781  0.758  0.735 
t  .392  1.332  1.276 
1.860  1.766  1.674 

2.241  2.096  1.966 

2.532  2.345  2.181 


6 

7 


9 

10 


5.795 

6.728 

7.652 

8.566 

9.471 


5.601 
6.472 
7.325 
8  162 
8.983 


5.417 

6.230 

7.020 

7.786 

8.530 


5.242 

6.002 

6.733 

7.435 

8.111 


5.076 

5.786 

6.463 

7.108 

7.722 


4.917 
5.582 
6.210 
6  802 
7.360 


4.766 

5.389 

5.971 

6.515 

7.024 


4.623 
5.206 
5.747 
6.24  7 
6.710 


4.406 

5.033 

5.535 

5.985 

6.418 


4.355 

4.868 

5.335 

5.759 

6.145 


4.111 
4.564 
4.968 
5  328 
5.650 


3.889  3.685 
4.208  4.039 
4.639  4.344 
4.946  4.607 
5.216  4.833 


3  498  3.326 
3.812  3.605 
4.078  3.837 
4.303  4.031 
4.494  4  193 


3.020  2.759 
3.242  2.937 
3.421  3.076 

3.566  3  104 
3.682  3.269 


2.534  2.339 
2.670  2.455 
2.786  2.510 
2.068  2.603 
2.930  2.650 


11 

12 

13 

14 

15 


10.360 

9.787 

9.253 

8.760 

8.306 

7.887 

7.499 

7.139 

6.805 

6.495 

5.908 

5.453 

5.029 

4.656 

4.327 

3.776 

3.335 

2  970 

2.683 

11.255 

10.575 

9.954 

9.385 

8.863 

8.304 

7.943 

7.536 

7.161 

6.814 

6.194 

5.660 

5.197 

4.793 

4.439 

3  051 

3.387 

3.013 

2.708 

12.134 

1 1.348 

10.635 

9.986 

9.394 

8.853 

8.358 

7.904 

7.487 

7.103 

6.424 

5.84  2 

5.342 

4.910 

4.533 

3.912 

3  427 

3.040 

2.727 

13.004 

12.106 

11.296 

10.563 

9.899 

9.295 

8.745 

8.244 

7.706 

7.367 

6.628 

6.002 

5.468 

5.008 

4.611 

3.962 

3.459 

3.061 

2.740 

13.865 

12  849 

11.938 

11.118 

10.380 

9.712 

9.108 

0  559 

8.060 

7.606 

6.811 

6.142 

5.575 

5.092 

4.675 

4.001 

3.483 

3.076 

2.750 

14.718  13  578 
15.562  14.292 
16.398  14,992 
17.226  15  678 
18  046  16.351 


12.561  11.652 
13.166  12.166 
13.754  12.659 
14  324  13.134 
14.877  13.590 


10.830  10.106 
11.274  10.477 
11.690  10.828 
12.085  11.158 
12.462  11.470 


9.447  8.051 
9.763  9.122 
10.059  9.372 
10.336  9.604 
10.594  9.818 


8.312  7.824 
8.544  8.022 
8.756  8.201 
8  950  8.365 
9.128  8.514 


6  974  6.265 
7.120  5.373 
7.250  6  467 
7.366  6.550 
7.469  6.623 


5.669  5.162 
5.749  5.222 
5.818  5.273 
5.877  5.316 
5.929  5.353 


4.730  4.033 
4.775  4.059 
4.812  4.080 
4.044  4.097 

4.870  4.1  10 


3.503  3.080 
3.518  3.097 
3.529  3.104 
3.539  3.109 
3.546  3.113 


2.758 
2.763 
2.767 
2.7  70 
2.772 


22.023  19.523  17.413  15.622  14.094  12.783  11.654  10.675  9.823  9.077  7.843  6.873  6.097  5.467  4.948  4.147  3.564  3.122  2.776 


30 


25.808  22.397  19.600  17.292  15.373  13.765  12.409  11.258  10.274  9.427  8.055  7.003  6.177  5.517  4.979  4.160  3.569  3.124  2.778 
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Compound  turn  o I  >1 


Year  1%  2%  3%  4%  5%  6%  7%  0%  9%  10% 

1  1.010  1  020  1.030  1.040  1.050  1.060  1.070  1.000  1.090  1  100 

2  1  020  1.040  1  061  1.082  1.102  1.124  1.145  1.166  1188  1.210 

3  1030  1061  1.093  1126  1.158  1.191  1.225  1.260  1.295  1.331 

4  1.041  1002  1.126  1.170  1.216  1.262  1.311  1.360  1.412  1  464 

5  1051  1.104  (.159  1.217  1.276  1.338  1.403  1.469  1.539  1.6)1 

6  1.062  1.126  1.194  1.265  1.340  1.419  1.501  1.587  1.677  1.772 

7  1.072'-  1.149  1.230  1.316  1.407  1.504  1.606  1.714  1.828  1  949 

8  1  083  1.172  1.267  1.369  1.477  1.594  1.718  1  851  1.993  2.144 

9  1.091  1.195  1.305  1423  1551  1689  1.838  1  999  2.172  2.358 

10  1.105  1.219  1  344  1.480  1.629  1.791  1.967  2.159  2.367  2.594 

11  1.116  1  243  1  384  1.539  1.710  1.898  2  105  2.332  2  580  2.853 

12  1.127  1268  1426  1  601  1.796  2.012  2.252  2.5)8  2  813  3.138 

13  1138  1294  1  469  1.065  1.086  2  133  2.410  2  720  3  066  3.452 

14  1.149  1  319  1.513  1.732  1  980  2.261  2.579  2  937  3.342  3.797 

15  1.161  1  346  1.558  1  801  2.079  2.397  2.759  3  172  3.642  4  177 

16  1.173  1.373  1.605  1.873  2  183  2.540  2.952  3.426  3.970  4.S9S 

17  1.184  1  400  1  653  1948  2.292  2  693  3.159  3.700  4.328  5.054 

18  1.196  1428  1  702  2.026  2.407  2.854  3.380  3.996  4.717  5  560 

19  1.208  1457  1.754  2.107  2.527  3  026  3.617  4  316  5  142  6  116 

20  1.220  1486  1  006  2.191  2.653  3.207  3.870  4.661  5.604  6.728 


1.120 
1.254 
1  405 


14% 

1.140 

1.300 

1.402 

1.689 

1.925 

2.195 

2.502 

2.853 

3.252 

3.707 


3  4  79  4.226 


3  896 

4  363 
4  087 
5,4  74 


5.492 

6.261 

7.138 


15% 

1.150 

1.322 

1.521 

1  749 

2.011 

2.313 

2  660 
3  059 
3.518 
4.046 

4.652 

5  350 

6  153 
7.07G 
8.137 


16% 

1.160 

1.346 

1.561 

1.811 

2.100 

2.436 

2.826 

3.278 

3.803 

4.411 

5.117 

5.936 

6.806 

7.988 

9.266 


6  130  8  137  9.358  10.748 

6  866  9.276  10.761  12  468 

7.690  10.575  12.375  14.463 
0  613  12.056  14.232  16.777 
9  646  13.743  16.367  19.461 


18% 

1.180 

1.392 

1.643 

1.939 

2.288 

2.700 

3.185 

3.759 

4.435 

5.234 

6.176 
7.288 
8  599 
10  147 
11.974 

14.129 

16.672 

19.673 
23.214 
27.393 


20% 

1.200 
1.440 
1.728 
2.074 
2  488 

2.906 

3.583 

4.300 

5.160 

6.192 

7.430 
8.916 
10.699 
12  839 
15.407 

18.488 

22.186 

26.623 

31.948 

38.338 


24% 

1.240 

1.538 

1.907 

2.364 

2.932 

3.635 

4.508 

5.590 

6.931 

8.594 

10.657 

13.215 

16.386 

20.319 

25.196 

31.243 
38.741 
48  039 
59.568 
73.864 


28% 

1.200 
1.638 
2  067 
2.60-1 
3.436 

4  398 
5.629 
7.206 
9  223 
11.806 

15.1)2 
19.343 
24  759 
31.691 
40  565 

51.923 
66  46 1 
85.071 
108  89 
139  38 


32% 


36% 


1.320  1.360 

1.742  1  850 

2  300  2  515 

3  036  3  421 

4  007  4  653 


5.290 

6.983 

9.217 

12.166 

16.060 


6  378 
8  605 
II  703 
15.917 
21.647 


21  199  29  439 

27.903  40  037 

36  937  54  451 

48.757  74.053 

64.359  100.712 


84  954 
112  14 
148.02 
195.39 
257  92 


136  97 
186  28 
253.34 
344  54 
468  57 


25  1  282  1641  2.U94  2  666  3.386  4  292  5.427  6  840  8.623  10.835 
30  1  348  1.811  2.427  3.243  4.322  5.743  7.612  10.063  13.268  17.449 


17.000  26462  32  919  40.874  62.669  95.396  216.542  478.9  1033.6  2180.1 

29.960  50.950  66.212  85.850  143.371  237.376  634.620  1645.5  4142.1  10143  0 


Sum  ol  an  annuity  ol  51  lot  N  yean 


5% 


6% 


7% 


1  000  I  000  1.000 

2  010  2  020  2.030 

3  030  3  060  3  091 


1.000 

2  040 

3  122 


5.101  5.204  5.309  5  416 

6.152  6  308  6  468  6  633 

7  214  7  434  7.662  7  898 

8  266  8.583  8.892  9  214 

9  369  9  755  10  159  10  583 

10  462  10  950  1  1  464  12  006 

1  1  567  12  169  12  808  13.486 

12  683  13  412  |4  192  15  026 

13  809  14  680  15  618  16  627 

11  947  15  974  1  /  086  18  292 
16097  17.293  18.599  20.024 

17  258  IP  039  20.157  21  825 

18  130  20  012  21  762  23  698 

19  615  21  412  23.414  25  645 

20  811  22  841  25  117  27  671 
22  019  24.297  26  870  29  778 


1.000  1.000  1.000 
2  050  2.060  2  070 

3.152  3.184 

4.310  4  375 

5.526  5  637  S.75I 


3  215 


6.802 

8  142 

9  549 
11.027 


6.975  7.153 

8  394  8,654 

9  897  10.260 
.191  11.978 


3.246 
4.506 
5  867 

7.336 

8.923 

10.637 

12.488 


9% 

1.000 

2.090 

3.270 

4.573 

5.985 

7.523 
9.200 
1 1.028 
1 3  021 


12.578  13  181  13  816  14  487  15.193 


14  207  14  972  15.784 

15  91  7  16.870  17.088 
17  713  IU  882  20.141 

19  599  21051  22  550 
21.579  23  276  25.129 

23.657  1  5.6'3  27.888 
25  840  28  213  30.840 
28  132  30  906  33.999 

20  539  33.7CO  37.379 
33  066  36  /86  40  995 


16  645 
18.977 
21.495 
24.215 
27.152 

30.324 
33  750 
37  450 
41.446 
45.762 


17.560 

20.141 

22.953 

26.019 

29.361 


1.000 
2.100 
3.310 
4  641 
6.105 

7.716 
9.487 
11.436 
13  579 
15.937 

18.53) 
21  384 
24  523 
27.975 
31.772 

35.950 
40.545 
45.599 
51.159 
57  275 


25  28  243  32.030  36.459  41 

30  34.785  40  560  47.575  50. 


616 


47.727  54  865  63.249  73  106  04  701 

-.>6.4 39  79.058  94  461  113.283  136.308 


12% 

1.000 
2.120 
3.374 
4  770 
6.353 

8.115 
10.089 
12  300 
14  776 
17  549 


14% 

1.000 
2.140 
3.440 
4  921 
6.610 

8.536 
10.730 
13  233 
16  085 
19  337 


16% 

1.000 
2  160 
3  506 
5.066 
6.877 

8.977 
11.414 
14  240 
17  518 
21  321 


42.753 
48  884 
55.700 
63.440 
72  052 


50.980 
59.118 
68  394 
78  9G9 


3.572 
5  215 
7.154 

9.442 
12  142 
15  327 
19  086 
23.521 


37.200  43.842  51.660  60.965 


84  141  103.740 
98  603  123  414 


9)  025  115.380  146  628 
98.34/  133.334  181  871  249  214  342.603 


20% 

1.000 

2200 

3.640 

5.368 

7.442 

9.930 

12.916 

16.499 

20.799 

25.959 

32.150 
39.580 
48.497 
59  196 
72.035 

87.442 
105.931 
128.117 
154.740 
186  688 


24% 

1.000 
2.240 
3  7  78 
5.684 
8  0-18 

10.900 
14.615 
19  123 
24.712 
31  643 

40.238 
50.985 
64.1  10 
80  4<J6 
100  815 

126.011 
157  253 
195  994 
244  033 
303  601 


28% 

1.000 
2.200 
3  910 
6.016 
8.700 

12  136 
16.534 
22  163 
29  369 
38  592 

50.399 
65.510 
04.853 
109.612 
141  303 

181.87 
233  79 
300  25 
305  32 
494  21 


471.981  898.092  1706  8 


I  000 
2.320 
4  062 
6  362 
9  398 

13  406 
18  696 
25  678 
31  895 
47.062 

63  122 
04  320 
1 1 2  303 
149  240 
197  997 

262.36 
347.31 
459  45 
607  4  7 
802  86 


14  799 
21  126 
29  732 
41  4  35 
57.352 

78  998 
108  43/ 
148  4  75 
202.926 
276.979 

377.69 
514  66 
700.94 
954  28 
1298  6 


164  494  241.333  356.787  530.312  790.948  1181.882  2640  916  5873  2 


3226.8  60S3.0 

12941.0  28172.0 
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CERTIFIED  GENERAL  ACCOUNTANTS*  ASSOCIATION  OF  CANADA 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

The  mark  distribution  was  bimodal.  Many  students  continue  to  attempt  this 
exam  without  being  properly  prepared. 


Specific 


Q.1 


Q.2 


Q-3 


Q.4 


(a)  This  question  was  well  handled.  Difficulties  arose  only 
when  calculating  the  earnings  after  taxes  and  the  incremental 
number  of  shares. 

(b)  Many  students  were  unable  to  calculate  the  new  interest  amount 
and  the  number  of  shares  which  would  be  added  in  the  event 
of  a  50%  conversion  of  the  bonds. 

(a)  This  question  was  handled  well.  Some  students  confused  the 
Bank  Rate  with  the  Prime  Rate. 

(b)  Students  lost  marks  for  not  recognizing  that  the  yield  dif¬ 
ferentials  are  due  to  differences  in  the  financial  resources 
available  to  the  issuer  of  the  document  (borrower  of  funds). 

(a)  Many  students  did  not  equate  time  equivalents  properly. 
The  $200,000  is  a  time  equivalent  positioned  at  t  =  15. 
This  amount  should  be  equated  to  time  equivalents  also  positioned 
at  t  =  15. 

(b)  This  question  was  handled  quite  well  by  the  majority  of  students. 

This  item  presented  a  great  deal  of  difficulty  to  many  students 

and  it  was  poorly  answered.  Many  confused  certainty  equivalents 

with  coefficients  of  variation  and/or  variance  of  portfolios. 


Q.5  This  question  was  well  answered  by  most  students.  Answers  using 

the  pre-  and  post-  1982  tax  rules  were  accepted  as  valid. 

Q. 6  Students  had  no  problem  correctly  answering  this  question. 


Q.7  Common  mistakes  included  not  properly  calculating  the  firm's  investment 

in  accounts  receivable,  and  forgetting  to  compute  the  cost  of 
the  marginal  investment. 

Q.8  (a)  This  question  was  well  handled  by  the  majority  of  students. 

(b)  This  part  was  poorly  handled.  It  referred  to  evaluation 
of  the  desirability  of  a  financial  lease  relative  to  purchasing 
the  asset.  Many  students  lost  marks  for  not  focusing  on 
the  method  they  would  use  for  such  an  evaluation. 
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Marks 

14 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 


Q.l 

(6)  (a)  Total  Shares  =  currently  outstanding  +  new  shares 

=  100,000  +  2,500,000 

40 

=  162,500 


Earnings  available  to  common  shareholders  for  this  alternative  can  be  calculated  as 
follows: 


EBIT  $1,000,000 

-  Interest  100,000 

EBT  or  900,000 

-  Taxes  360,000 

EAT  $  540,000 


Thus,  earnings  per  share  (EPS)  is: 

EPS  =  540,000 
162,500 

=  $  3.32 

MARKS:  (2)  for  correctly  calculating  the  number  of  shares  outstanding 
(1)  for  correctly  calculating  interest  payments 

(1)  for  correctly  calculating  taxes 

(2)  for  correctly  calculating  EPS 

(8)  (b)  The  conversion  of  50%  of  the  bonds  will  add  the  following  number  of  new  shares  to 

those  already  outstanding: 

20  x  2,500,000  x  .5 

1,000 

-  25,000 

Total  shares  will  then  amount  to  100,000  +  25,000  or  125,000  shares. 

The  new  interest  will  amount  to: 


.5  x  2,500,000  x  .16  or  $200,000.  Thus, 


total  interest  will  now  be  $200,000  +  $100,000  or  $300,000. 


Continued  .  .  . 
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Earnings  available  to  common  shareholders  for  this  alternative  can  be  calculated  as 
follows: 

$1,000,000 

300,000 

$  700,000 
280,000 

$  420,000 

EPS  =  420,000  =  $3.36 

125,000 

MARKS:  (2)  for  correctly  calculating  the  number  of  shares  outstanding 
(2)  for  correctly  calculating  new  interest  payments 
(1)  for  correctly  calculating  total  interest  payments 

(1)  for  correctly  calculating  taxes 

(2)  for  correctly  calculating  EPS 


12  Q.2  (a) 

(2)  i)  Prime  Rate:  average  rate  on  the  loans  provided  by  the  chartered  banks  to  their  most 
credit-worthy  clients. 

(2)  ii)  Commercial  Paper:  short-term,  unsecured  promissory  notes  issued  mainly  by  major 
corporations  which  are  well-known  and  have  excellent  credit  reputations. 

(2)  iii)  Bankers’  Acceptance:  short-term  debt  instrument  issued  by  a  firm  which  is  guaranteed 
by  a  bank. 

(6)  (b)  The  yield  on  3-month  Treasury  Bills  will  be  the  lowest  of  the  three,  given  the  low  interest 

rate  risk  on  these  instruments  due  to  the  vast  financial  resources  available  to  the  fed¬ 
eral  government. 

The  yield  on  Bankers’  Acceptances  will  be  greater  than  the  yield  on  3-month  Treasury 
Bills  but  lower  than  the  prime  rate.  This  is  due  to  the  fact  that  the  credit  worthiness 
of  a  bankers’  acceptance  is  based  on  that  of  the  bank  accepting  the  draft,  not  on  the 
credit  worthiness  of  the  issuing  firm.  Banks  are  perceived  to  be  less  risky  than  their 
most  credit-worthy  borrowers,  but  more  risky  than  the  federal  government. 

The  prime  rate  will  be  the  highest  of  the  three,  given  that  the  most  credit-worthy  bor¬ 
rowers  are  perceived  to  be  more  risky  than  the  federal  government  and  the  chartered 
banks. 

MARKS:  (3)  for  correct  ranking  of  yields 

(3)  for  correct  explanation  of  these  yield  differentials 


S316J84 


Pape  211 


Page  2  of  6 


14  Q.3 

(8)  (a)  Let  X  be  the  amount  to  be  invested  at  the  end  of  each  year  for  the  next  fifteen  years. 

200,000  -  FV  of  $X  annuity  at  12%,  4  years  compounded  at  10%,  11  years  + 

FV  of  $X  annuity  at  10%,  11  years 

200,000  -  Xx  4.770  x  2.853  +  X  x  18.531 

200,000  =  Xx  32.1398 

X  =  6,222.81 

MARKS:  (2)  for  correctly  setting-up  the  solution 
(2)  for  FV  of  $X  annuity  at  12% 

(1)  for  compounding  at  10%  the  FV  of  $X  annuity  at  12% 

(2)  for  FV  of  $X  annuity  at  10% 

(1)  for  correct  result 

(6)  (b)  The  land  investment  compounded  at  16%  for  the  next  fifteen  years  must  equal  $200,000. 

Let  X  be  the  land  investment; 

200,000  =  FV  of  X  at  16% 

200,000  =  Xx  9.266 

X  =  $21,584 

MARKS:  (2)  for  correctly  setting  up  the  equation 

(2)  for  correct  interest  factor 
(2)  for  correctly  calculating  X 

12  Q.4  The  investor  must  be  asked  to  specify  the  sum  of  money  required  with  certainty  (X) 

to  make  this  amount  and  the  expected  value  of  the  risky  alternative  equally  attractive. 
The  expected  value  (EV)  of  the  risky  alternative  equals: 

EV  -  I  x  10,000  +  ix0  +  lx0+l_x0  +  ix0  +  lx0 
6  6  6  6  6  6 
-  $1,667 

The  investor  will  be  asked  what  X  should  be  so  both  alternatives  are  equally  attractive. 
If  the  investor  specifies  X  as  $800,  then  the  certainty  equivalent  coefficient  is 
a  -  _800  -  .48 
1667 

MARKS:  (4)  for  correctly  calculating  the  EV  of  the  risky  alternative 

(4)  for  recognizing  the  investor  must  be  asked  to  determine  X 
(4)  for  recognizing  that  both  alternatives  must  be  equally  attractive 
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18  Q.5 

(8)  (a)  NPV  -  PV  of  Operating  Benefits  Adjusted  for  Taxes  + 

PV  of  Tax  Shield  -  Investment 


Project  I 


PV  of  Operating  Benefits 

Adjusted  for  Thxes  -  (1  -  .5)  x  3.889  x  12,000 
=  $23,334 

PV  of  Tax  Shield  -  30,000  x  ,1  x  .5  x  1  +  .5  x  .14 
.14  +  .1  1  +  .14 

=  6,250  x  .93859 
=  $5,866 

NPV  =  23,334  +  5,866  -  30,000 

=  $  -  799 


Project  II 

PV  of  Operating  Benefits 

Adjusted  for  Taxes  -  (1  -  .5)  x  3.889  x  15,000 
=  $29,167 

PV  of  Tax  Shield  -  42,000  x  .1  x  .5  x  1  +  .5  x  .14 
.14  +  .1  1  +  .14 

=  8,750  x  .93859 
=  $8,213 

NPV  =  29,167  +  8,213  -  42,000 

-  $  -  4,620 


MARKS:  (1)  for  correctly  calculating  the  PV  of  operating  benefits  for  each  project 
(2)  for  correctly  calculating  the  PV  of  Tax  Shield  for  each  project 
(1)  for  correctly  calculating  NPV  for  each  project 
4  for  each  project. 

Note:  Students  calculating  the  PV  of  tax  shields  using  pre  1982  tax  rules 
were  not  penalized. 

(5)  (b)  ADJj  -  -  5,000  +  5,000  x  .456 

-  -$2,720 

NPVj -  799  -  2,720 

-  -$3,519 


MARKS:  (4)  for  correctly  calculating  ADJj 
(1)  for  correctly  calculating  NPVj 

(5)  (c)  ADJj  =  4,000  x  .456  -  4,000  x  .456  x  ,1  x  .5 

.14  +  .1 

1,824  -  380 

-  $1,444 

NPVj  =  -  799  +  1,444 

-  $  645 


MARKS:  (4)  for  correctly  calculating  ADJj 
(1)  for  correctly  calculating  NPVj 
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12  Q.6 


Answers  may  vary. 

Preference  for  a  corporation  might  be  due  to: 


i)  the  advantage  of  operating  the  business  as  a  distinct  legal  entity;  although  the  individual 
owns  and  manages  it,  there  is  limited  liability; 

ii)  tax  incentives  provided  by  the  federal  and/or  provincial  governments; 

iii)  an  easier  transfer  of  ownership; 

iv)  no  automatic  limitation  to  life  of  company. 

MARKS:  (4)  for  each  consideration  correctly  identified  to  a  maximum  of  12  marks 

6  Q.7  Investment  in  accounts  receivable  for  the  present  plan  is: 

=  $150  x  45,000 
360 
30 

=  $562,500 

Investment  in  accounts  receivable  for  the  proposed  plan  is: 

=  $150  x  60,000 

360 

60 

-  $1,500,000 

»  • 

The  marginal  investment  in  accounts  receivable  is 

$1,500,000  -  562,500  or  $937,500. 

The  cost  of  the  marginal  investment  is 
.14  x  $937,500  or  $131,250. 

MARKS:  (2)  for  correctly  calculating  the  accounts  receivable  investment  for  the 
present  plan 

(2)  for  correctly  calculating  the  accounts  receivable  investment  for  the 
proposed  plan 

(1)  for  correctly  calculating  the  marginal  investment 

(1)  for  correctly  calculating  the  cost  of  the  marginal  investment 


12  Q.8 

(4)  (a)  In  a  financial  lease  agreement,  the  benefits  and  risks  associated  with  ownership  are  trans- 

(2)  ferred  to  the  lessee,  while  in  an  operating  lease  these  are  retained  by  the  lessor. 


A  financial  lease  is  a  longer  term  agreement  than  an  operating  lease.  Financial  leases 
(2)  are  non-cancellable  over  the  life  of  the  lease  which  usually  equals  the  productive  life 
of  the  leased  asset. 


Continued  .  . 
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(b)  The  comparison  between  a  financial  lease  and  purchasing  the  asset  with  borrowed 
funds  is  a  financing  decision  not  an  investment  decision.  Once  a  favorable  decision 
has  been  made  regarding  the  acquisition  of  an  asset,  management  must  decide  on 
the  appropriate  cash  flow  technique  to  use  in  the  comparison  of  the  lease  and 
purchase  decision. 

The  cost  of  leasing  can  be  calculated  as 
COL  =  PV  of  Lease  Payments  (1  —  T) 

(2)  The  cost  of  purchasing  can  be  calculated  as 

COP  =  PV  of  Loan  Repayments  -  PV  of  Interest  Tax  Shield  -  PV  of  CCA  Tax 
Shield  -  PV  of  Disposable  Value  f  1  —  dT  T 

L  d  +  kbJ 

(2)  These  are  opportunity  costs  and  they  are  a  function  of  the  timing  of  the  cash  flows 

and  the  discount  rate  utilized  to  calculate  their  present  value.  The  NPV  technique 
does  not  apply  given  that  the  benefits  of  using  the  assets  are  disregarded. 

(2)  Where  lease  financing  has  a  greater  cost  than  purchasing,  the  suitable  method  to 

evaluate  the  desirability  of  a  financial  lease  is  to  subjectively  determine  whether 
the  extra  cost  of  leasing  is  worth  paying  in  view  of  benefits  it  might  provide  over 
and  above  those  provided  by  purchasing  the  asset. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 

INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 
March,  1984 


Time:  3  Hours 


Q.l 

(3) 

(3) 

(3) 

(3) 

(3) 

Q.2 


Q.3 


Q.4 


Q.5 


Q.6 

Q.7 

(7) 


(7) 


Q.8 

Q.9 


Define  the  following: 

(a)  Computer  Aided  Manufacturing  (CAM) 

(b)  Inverted  File 

(c)  Network  Architecture 

(d)  Packet  Switching 

(e)  Electronic  Mail 

Briefly  discuss  some  of  the  different  characteristics  of  each  of  the  four  generations  of 
computer  systems  mentioned  in  the  text. 

Discuss  the  differences  between  and  the  advantages  and  disadvantages  of  magnetic  core 
memory  and  semi-conductor  memory. 

What  are  the  distinguishing  characteristics  that  differentiate  operational  information 
systems  from  management  information  systems? 

List  the  following  programming  steps  in  the  proper  sequence  and  give  a  brief  description 
of  each  step. 

Program  Coding  Program  Design 

Program  Analysis  Program  Documentation 

Program  Maintenance  Program  Verification 

List  five  performance  objectives  that  an  effective  decision  support  system  should 
accomplish. 


(a)  Prepare  a  system  flowchart  of  the  following  hourly  payroll  process: 

Hourly  time  slots  are  keypunched  onto  cards;  the  cards  are  then  sorted  and  read  into 
a  processing  environment  with  two  pay-related  files.  Each  of  these  tape  sequential 
files  (the  employee  savings  file  and  payroll  master  file)  are  updated.  The  update 
process  produces  gross  and  net  pay  reports,  cheques,  and  a  savings  report,  in  addition 
to  updating  the  files. 

(b)  Prepare  a  program  flowchart  that  produces  an  hourly  payroll  report. 

The  program  should: 

i)  Read  the  employee  payroll  record; 

ii)  Test  for  last  record  and  if  so,  branch  to  an  end  of  run  procedure; 

iii)  Test  for  more  than  40  hours  of  work  and  if  so,  compute  overtime  pay; 

iv)  Compute  gross  pay; 

v)  Move  employee  number  and  gross  pay  to  a  print  line; 

vi)  Print  a  line  of  output; 

vii)  Read  the  next  employee  record. 

List  four  essential  control  considerations  of  systems  analysis  and  design. 

The  idea  of  backup  was  mentioned  in  the  text.  What  is  the  importance  of  this  feature  to  a 
computer  user? 


Page  216 


END  OF  EXAMINATION 

Page  1  of  1 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


INFORMATION  &  COMPUTER  SYSTEMS  325  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

This  exam  had  the  poorest  results  in  memory.  While  there  were  a 
few  outstanding  papers,  i.e.,  scores  in  the  90%  range,  by  and 
large  the  results  were  unacceptable.  Even  Questions  covering 
basic  definitions  from  the  Glossary  were  not  well  answered. 

Specific 

0.1  This  question  concerning  definitions  was  not  well  an¬ 
swered.  The  Glossary  is  listed  as  a  Level  1  knowledge  re¬ 
quirement;  nonetheless,  parts  (c),  (d),  and  (e)  were  not 

well  answered.  It  is  presumed  that  students  are  not  at¬ 
tempting  to  learn  the  vocabulary  relating  to  new  tech¬ 
nology  . 

0.2  The  question  describing  the  different  characteristics  of 
the  four  generations  of  computer  systems  was  adequately 
answered.  Some  students  discussed  hardware  or  software 
developments,  not  both. 

Q.3  The  question  comparing  the  differences  and  advantages/dis¬ 
advantages  of  magnetic  core  memory  and  semi-conductor 
memory  was  not  well  answered.  This  question  was  taken  from 
the  text.  Chapter  3.  The  knowledge  requirement  for  the 
material  was  Level  2.  Level  2  knowledge  requires  the  abil¬ 
ity  to  discuss  concepts  and  fundamentals;  thus  the  ques¬ 
tion  was  reasonable  relative  to  the  level  of  knowledge  re¬ 
quested. 

0.4  The  question  asking  students  to  differentiate  between 
operational  information  systems  and  management  information 
systems  was  very  poorly  answered.  There  was  some  confusion 
in  that  many  students  discussed  operating  systems,  not 
operational  information  systems.  These  students  explained 
concepts  about  the  CPU,  job  scheduling,  etc.  This  question 
was  taken  directly  from  the  text  from  Level  1  material. 
Many  students  were  able  to  grasp  that  operational  systems 
related  to  the  day-to-day  activities  of  the  firm,  while 
management  systems  related  to  managerial  decision  making. 
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Q.5  The  question  requiring  the  sequencing  of  the  programming 
development  steps  was  generally  well  written.  Some  stu¬ 
dents  however  failed  to  read  the  questions  thoroughly. 
They  did  not  answer  the  portion  requesting  a  "brief 
description  of  each  step."  Documentation  and  verification 
were  occasionally  placed  in  reverse  order.  There  was  also 
some  confusion  between  systems  development  and  program 
development,  e.g.,  analysis  and  design  were  related  to 
systems,  while  coding  was  related  to  programs.  All  con¬ 
cepts  were  supposed  to  be  related  to  the  development  of  a 
program. 

Q.6  The  question  requesting  the  performance  objectives  of  a 
decision  support  system  resulted  in  the  weakest  answers  on 
the  entire  exam.  The  problems  experienced  include  some 
confusion  between  MIS  and  DSS,  and  other  information 
attributes  such  as  reliability,  timeliness,  accuracy, 
etc.  Some  students  felt  the  objectives  were  to  supply 
information  about  competitors,  the  environment,  social 
trends,  etc. 

Q.7  The  question  requesting  a  systems  flowchart  of  the  payroll 
process  and  a  program  flowchart  of  the  payroll  report  was 
very  well  answered.  Many  excellent  flowcharts  were  drawn, 
demonstrating  a  thorough  grasp  of  this  material. 

0.8  The  question  on  control  considerations  of  systems  analysis 
and  design  was  not  well  answered.  This  type  of  material 
was  covered  in  both  Lesson  8  (Level  2)  and  Lesson  10 
(Level  1).  Some  students  appeared  to  be  confused  between 
whether  the  question  asked  for  a  discussion  of  control  of 
the  systems  design  process  or  to  design  controls  for  the 
system.  Other  answers  were  further  off  target,  e.g.,  stu¬ 
dents  provided  the  "pitfalls"  of  systems  analysis  and 
design,  the  various  steps  in  analysis  and  design,  and 
types  of  controls  such  as  facilities,  personnel  and  opera¬ 
tions  controls. 

Q.9  The  question  on  backup  was  very  well  answered  in  general. 

Some  students  neglected  to  explain  what  the  importance  of 
backup  was  for  the  user. 
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15  Q.l 

(3)  (a)  Computer  Aided  Manufacturing  (CAM).  The  use  of  minicomputers  and  other 

computers  to  automate  the  operational  systems  of  a  manufacturing  plant. 

(3)  (b)  Inverted  File.  A  method  of  data  organization  in  which  a  data  element  identifies  a 

record  in  a  file  instead  of  the  original  identifier  or  key. 

(3)  (c)  Network  Architecture.  A  master  plan  designed  to  promote  an  open,  simple,  flexible, 

and  efficient  data  communications  environment  through  the  use  of  standard 
protocols,  standard  communications  hardware  and  software  interfaces,  and  the 
design  of  a  standard  multi-level  data  communications  interface  between  end  users 
and  computer  systems. 

(3)  (d)  Packet  Switching.  A  data  transmission  process  that  transmits  addressed  packets  such 

that  a  channel  is  occupied  only  for  the  duration  of  transmission  of  the  packet. 

(3)  (e)  Electronic  Mail.  The  transmission,  storage,  and  distribution  of  text  material  in 

electronic  form  over  communications  networks. 


16  Q.2 

(4)  (a)  First  generation  computers  were  first  produced  in  1951  and  were  large  devices  that 

utilized  vacuum  tubes  in  their  circuitries.  Software  was  often  written  in  machine 
language.  Processing  was  in  batch  mode,  and  the  inputs,  outputs  and  processing  were 
not  overlapped. 

(4)  (b)  Transistors  and  other  solid  state  devices  were  utilized  in  the  second  generation  of 

computers  which  were  introduced  in  1959  and  were  smaller,  faster,  and  cheaper  than 
first  generation  machines.  Magnetic  cores  were  the  primary  internal  storage  medium, 
while  magnetic  tapes  were  widely  used  for  input /output  and  secondary  storage. 
Software  advanced  to  symbolic  languages,  and  processing  became  overlapped  with 
inputs  and  outputs.  Capabilities  of  real-time  processing  and  data  communications 
were  introduced. 

(4)  (c)  Third  generation  computers  were  introduced  in  1964  and  replaced  transistorized 

circuitry  with  integrated  circuits.  The  third  generation  also  featured  improvements  in 
speed,  capacity,  and  types  of  computer  input/output  and  storage  devices,  including 
the  widespread  use  of  magnetic  disk  units.  Time  sharing,  data  communications, 
operating  systems,  high-level  programming  languages,  minicomputers,  and  multi¬ 
programming  and  multi-processing  were  other  developments  of  the  third  generation. 

(4)  (d)  The  fourth  generation  began  in  the  early  1970s  with  the  introduction  of  computers 

which  utilize  such  developments  as  large  scale  integrated  circuits,  microprogram¬ 
ming.  virtual  memory,  and  the  replacement  of  magnetic  cores  with  integrated 
circuitry  for  main  memory.  Distributed  processing,  data  base  management  systems 
and  the  microcomputer  are  other  fourth  generation  developments. 
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6  Q.3  Semi-conductor  Storage.  The  primary  storage  of  most  modern  computers  consists  of 

microelectronic  semi-conductor  circuits.  Thousands  of  semi-conductor  storage  circuits 
are  etched  on  large-scale  integrated  (LSI)  circuit  chips.  Each  memory  chip  may  be  less 
than  an  eighth  of  an  inch  square  and  contain  thousands  of  storage  positions. 

Some  of  the  major  attractions  of  microscopic  semi-conductor  storage  are  small  size,  great 
speed,  shock  and  temperature  resistance,  and  low  cost  due  to  mass  production 
capabilities. 

One  major  disadvantage  of  semi-conductor  memory  used  for  primary  storage  is  its 
volatility.  Uninterrupted  electric  power  must  be  supplied  or  the  contents  of  memory  will 
be  lost.  Therefore,  emergency  transfer  to  other  devices  or  standby  electrical  power  is 
required  if  data  must  be  saved. 

Magnetic  Core.  Magnetic  cores  are  tiny  doughnut-shaped  rings.  The  direction  of  electric 
current  in  the  wires  running  through  the  center  of  the  cores  determines  their  magnetic 
direction.  This  magnetic  direction  can  easily  be  changed,  though  the  magnetic  core  can 
retain  its  magnetism  indefinitely  if  so  desired.  Thus,  magnetic  core  memories  retain  their 
contents  even  when  electric  power  is  interrupted.  The  magnetic  direction  of  each  core  can 
be  individually  sensed  or  changed  at  speeds  in  the  nanosecond  range.  Magnetic  core 
storage  is  therefore  an  extremely  fast  direct  access  storage  medium;  however,  its  main 
disadvantage  is  that  it  is  quite  expensive. 

10  Q.4  An  operational  information  system  collects,  processes,  and  stores  data  generated  by  the 

operational  systems  of  the  business  and  produces  data  and  information  for  input  into  a 
programmed  decision  or  management  information  system.  Programmed  decision 
systems  accept  operational  information  and  produce  decisions  that  control  an 
operational  process.  Operational  information  systems  process  data  that  is  generated  by 
business  operations  (sales  transactions,  production  results,  employee  payroll,  etc.)  but  do 
not  produce  the  kind  of  information  that  can  best  be  used  by  management.  Further 
processing  by  a  management  information  system  is  usually  required. 

Management  information  systems  (MIS)  and  decision  support  systems  (DSS)  play  a  vital 
feedback  role  in  support  of  the  management  of  a  business  firm.  They  refine  the  data  and 
information  provided  by  the  operational  information  systems  of  the  firm,  gather 
information  from  the  business  environment,  and  provide  structured  and  unstructured 
information  to  support  management  decision-making. 

12  Q.5  Program  Analysis.  Analyzing  a  proposed  computer  application  to  determine  what  the 

computer  program  is  expected  to  accomplish. 

Program  Design.  Planning  and  designing  the  input/output  characteristics  and  the 
processing  procedures  required  by  the  proposed  application. 

Program  Coding.  Writing  the  computer  program  that  converts  the  program  design  into 
a  detailed  set  of  programming  language  statements. 

Program  Verification.  Checking,  testing,  and  correcting  a  newly  written  computer 
program  (commonly  called  “debugging"). 

Program  Documentation.  Recording  a  detailed  description  of  the  design  and  instruction 
content  of  a  computer  program. 

Program  Maintenance.  Revising  an  established  computer  program  that  requires 
improvement  such  as  updating,  expansion,  or  correction. 
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Q.6  An  effective  decision  support  system  should  attain  the  following  performance  objectives: 


(a)  Support  semi-structured  and  unstructured  decision-making  and  problem  solving  at 
all  levels  of  organizations  where  they  occur. 

(b)  Enhance  the  coordination  between  decision  makers,  especially  when  several  people 
must  cooperate  in  a  decision-making  task,  or  work  on  related  decision-making  tasks. 

(c)  Support  all  phases  of  the  decision-making  task  instead  of  just  data  gathering, 
analysis,  comparative  evaluation,  or  implementation. 


(d)  Be  process  independent  and  user  controlled  so  that  the  user  can  direct  the  problem 
solving  or  decision-making  in  accordance  with  his  or  her  preferred  cognitive  style. 
This  characteristic  also  makes  DSS  responsive  to  changes  in  task,  organization 
environment,  or  the  capability  of  the  user  over  time. 


(e)  Be  easy  to  use.  DSS  will  usually  have  “discretionary  users”  who  can  elect  not  to  use 
the  system  if  it  is  more  trouble  than  it  is  worth.  A  DSS,  unlike  most  information 
systems,  has  a  major  built-in  market  test  —  it  must  earn  its  users’ loyalty. 

14  Q.7 

(7)  (a)  A  payroll  system  for  hourly  paid  employees  (with  savings  option): 


Detailed  System  Flowchart 
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(7)  (b) 
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Q.8  Some  essential  controls  to  be  considered  during  systems  analysis  and  design  are: 

(3)  i)  Are  input  output  control  methods  which  detect  invalid  and  inaccurate  input  data  or 

output  information  included  in  this  system?  (Examples  are  batch  control  totals, 
check  digits,  and  reasonableness  checks.) 

(3)  li)  Are  processing  control  procedures  which  detect  invalid  and  incorrect  processing  of 
data  included  in  the  system?  (For  example,  checkpoints  can  be  designed  into  the 
computer  program.) 

(3)  iii)  What  procedures  have  been  devised  to  monitor  input,  output,  processing,  and 
storage  files  so  that  the  computer  system  will  provide  instant  notification  of  unusual 
conditions  or  results  which  require  investigation  or  action  by  the  computer  user? 

(3)  iv)  Are  storage  control  procedures  which  protect  the  accuracy  and  confidentiality  ofthe 
data  base  or  data  files  included  in  the  system?  (For  example,  identification  codes 
which  limit  file  updating  and  inquiries  to  authorized  personnel  and  programs.) 

NOTE  TO  MARKER:  Other  liable  solutions  from  text  p.p.  528  -  531  are  also  acceptable. 

Q.9  The  immediate  importance  of  backup  is  manifested  in  the  event  of  an  emergency.  There 
can  be  costly  delays  and  thousands  of  dollars  can  be  lost  every  hour  a  system  is 
inoperative.  A  system  within  a  reasonable  distance,  that  can  be  used  in  these  emergency 
situations,  can  be  of  great  importance. 
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Q.l  Define  the  following: 

(2)  (a)  Application  Development  System 

(3)  (b)  DBMS 

(3)  (c)  Information  Resource  Management  (IRM) 

(2)  (d)  Micrographics 

(2)  (e)  Documentation 

Q.2  Briefly  describe  some  of  the  major  trends  in  computing 
in  relation  to:  (a)  hardware  and  software;  (b)  busi¬ 
ness  information  processing  systems;  and  (c)  society, 
that  are  expected  to  be  important  factors  in  the  con¬ 
tinuing  technological  revolution. 

Q.3  List  and  describe  four  types  of  input/output 
terminals  that  are  available  as  described  in  your 
lesson  notes  and  text. 

Q.4  What  are  the  five  major  components  of  a  data  communi¬ 
cations  system?  Describe  each  component. 

0.5  Outline  the  advantages  and  disadvantages  of  word  pro¬ 
cessing  systems. 

0.6  Develop  a  systems  flowchart  that  reflects  the  follow¬ 
ing  brief  summary  of  an  order  entry  process. 

1)  The  initial  input  to  processing  is  new  customer 
orders.  The  data  include  the  customer  number,  the 
product  number(s),  the  quantity  ordered  for  each 
product,  the  product  name,  description,  and  so 
forth.  After  input,  each  order  is  checked  for  com¬ 
pleteness.  Orders  with  missing  detail  or  detail  in 
error  are  then  printed.  Generally,  errors  are  cor¬ 
rected  before  the  next  stage  in  processing. 

2)  A  sort  of  new  customer  orders  puts  them  in  the 
sequence  used  in  the  customer  master  file.  In 
addition,  the  suspended  order  file  and  the  com¬ 
bined  backorder-future  orders  file  are  merged  with 
the  new  customer  order  detail  on  a  DASD. 
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3)  Customer  file  processing  is  undertaken.  Processing 
consists  of  matching  the  customer  number  entered 
as  input,  to  the  customer  number  stored  in  the 
customer  master  file.  If  a  match  cannot  be  made, 
the  order  must  be  suspended.  A  credit  check  is 
then  performed.  Orders  that  indicate  credit  pro¬ 
blems  are  also  suspended.  Finally,  the  customer 
name,  ship-to  address  and  so  forth  are  extracted 
from  the  customer  master  file  and  added  to  the 
customer  order  transaction  file. 

4)  The  different  types  of  orders  are  separated.  Cur¬ 
rent  orders  and  backorders  pass  to  the  next  step 
in  processing;  suspended  orders  and  future  orders 
are  stored  in  temporary  computer  files  on  a  Direct 
Access  Storage  Device. 

5)  The  order  fill  register  and  stock  release  forms 
are  printed.  The  register  shows  what  orders  are  to 
be  sent  to  the  warehouse  for  filling,  packing,  and 
shipping.  Stock  release  forms  are  used  by  the 
warehouse  in  filling  the  quantity  ordered  from 
stock . 

12  Q.7  With  regard  to  evaluating  computer  acquisitions, 

list  four  prominent  considerations  under  each  of  the 
following  headings: 

Hardware 
Software 
Vendor  Support 

12  0-8  What  are  the  three  main  categories  of  EDP  controls? 

Discuss  each  one  and  give  an  example  of  each. 

6  0.9  Differentiate  between  syntax,  logic,  and  system  design 

errors. 


100 
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Specific 

1  This  question  involving  definitions  of  computing  terminology  was 

only  fairly  answered. 

(a)  Applications  Development  System  was  poorly  defined.  Many 
students  got  confused  between  a  specific  application  such 

as  the  accounts  receivable  application,  as  opposed  to  software 
to  support  the  applications  development  process. 

(b)  The  Data  Base  Management  System  (DBMS)  was  generally  well 
defined. 

(c)  Information  Resource  Management  (IRM)  -  Only  about  20%  of 
the  students  did  well  on  this  part.  Most  of  them  neglecte 
the  concept  of  managing  information  as  a  company  resource. 

(d)  Micrographics  -  While  many  students  discussed  microcomputers, 
most  did  not  discuss  the  concepts  of  data  in  reduced  form. 

(e)  Documentation  -  This  part  was  well  answered,  although  some 
individuals  mistakenly  believed  that  documentation,  once 
written,  never  changes. 

The  question  relating  to  major  trends  in  computing  was  very  well 
answered.  Part  (a)  discussing  hardware  and  software  produced 
many  excellent  responses.  Part  (c)  on  society  also  brought  out 
some  very  good  responses.  Only  part  (b)  on  business  information 
processing  was  not  so  well  handled.  Students  were  not  able  to 
provide  any  specifics  as  to  how,  for  example,  the  office  of  the 
future,  or  telecommunications,  or  electronic  mail  might  appear. 

Q*3  The  question  on  input/output  terminals  was  not  well  answered. 

Many  students  seemed  simply  to  list  any  peripheral  device  that 
came  to  mind.  It  should  be  noted  that  printers  are  output  devices, 
not  terminals,  and  that  disks  are  input/output  devices,  but  not 
terminals  either. 

2* 4  Most  students  were  able  to  describe  correctly  the  various  components, 

or  came  close  to  doing  so.  Some  students  listed  for  example, 
f rontend  processors,  modems,  buffers,  backend  processors  separately. 

About  a  third  listed  input,  processing,  output,  storage,  control... 
or  variations  of  this  theme.  Partial  marks  were  awarded  for  the 
latter  approach,  to  the  extent  that  the  answer  related  to  a  data 
communication  system. 
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Most  students  wrote  satisfactory  answers  to  this  question  which 
required  an  outline  of  the  advantages  and  disadvantages  of  word 
processing  systems.  Some,  however,  listed  only  the  uses  of  word 
processors  such  as  moving  and  altering  paragraphs,  instead  of 
describing  the  advantages  and  disadvantages. 

This  question  on  the  development  of  the  systems  flowchart  was 
well  handled  by  most.  Only  a  few  students  had  any  significant 
problems.  A  few  developed  program  flowcharts.  Some  students 
did  not  realize  that  a  disk  i£  a  DASD.  Many  used  the  tape  symbol 
for  a  DASD.  Some  students  failed  to  articulate  the  various 
activities  (such  as  "edit"  and  "sort")  on  their  system  flowcharts. 

This  question  discussing  aspects  of  evaluating  computer  acquisitions 
was  generally  well  answered.  Most  students  did  quite  well  on 
hardware  and  software.  Some  students  neglected  aspects  of  relia¬ 
bility  and  availability  however.  The  part  on  vendor  support  was  well 
done  except  that  many  students  neglected  to  consider  the  role 
and  advice  vendors  may  offer  in  systems  development. 

This  question  on  the  three  main  categories  of  EDP  controls,  (a) 
data  processing,  (b)  organizational,  and  (c)  facilities  was  well 
answered.  When  students  knew  their  subject,  very  high  marks 
followed.  Others  tended  to  write  in  vague  generalities.  Some 
students  mistakenly  answered  input/output  and  process  controls. 
While  correct  in  concept,  they  were  addressing  the  wrong  question. 

The  question  on  syntax,  logic  and  systems  design  errors  was  generally 
well  answered,  especially  syntax  and  logic.  The  part  on  systems 
design  caused  problems  and  some  students  could  not  pinpoint  the 
aspect  of  communications  failure  between  systems  analysts  and 
users. 
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12  Q.l 

(2)  (a) 

Application  Development  System.  A  system  of  com¬ 
puter  programs  which  provides  interactive  assis¬ 
tance  to  programmers  in  the  development  of  appli¬ 
cation  programs. 

(3)  (b) 

DBMS.  A  nonredundant  collection  of  logically  re¬ 
lated  records  or  files.  A  data  base  consolidates 
many  records  previously  stored  in  separate  files 
so  that  a  common  pool  of  data  records  serves  as  a 
single  central  file  or  data  bank  for  many  data 
processing  applications. 

(3)  (c) 

Information  Resource  Management  (IRM).  A  manage¬ 
ment  concept  which  views  data,  information,  and 
computer  resources  (computer  hardware,  software, 
and  personnel)  as  valuable  organizational 
resources  which  should  be  efficiently,  economi¬ 
cally,  and  effectively  managed  for  the  benefit  of 
the  entire  organization. 

(2)  <d) 

Micrographics.  The  use  of  microfilm,  microfiche, 
and  other  microforms  to  record  data  in  greatly  re¬ 
duced  form.  The  use  of  computers  in  the  field  of 
micrographics  involves  computer-output-microfilm 
(COM),  in  which  microfilm  is  used  as  a  computer 
output  medium;  computer- input-microf i lm  (CIM) , 
where  microfilm  is  used  as  an  input  medium;  or 
computer-assisted-retrieval  (CAR),  in  which  spe¬ 
cial-purpose  computer  terminals  or  minicomputers 
are  used  as  micrographics  terminals  to  locate  and 
retrieve  a  document  stored  on  microfilm.1 

(2)  (e) 

Documentation.  A  collection  of  documents  or 
information  which  describes  a  computer  program,  an 
information  system,  or  required  data  processing 
operations . 
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)  (a)  Computer  hardware  costs  and  size  will  continue  to 

decrease  steadily.  A  fifth  generation  of  computers 
will  no  doubt  emerge  with  the  probable  development 
of  supercomputers  composed  of  supercold,  super¬ 
conducting  cryoelectronic  circuits  called 
"Josephson  Junctions"  that  must  be  immersed  in 
liquid  helium.  Use  of  microcomputers  and  micropro¬ 
cessors  will  continue  to  increase  dramatically. 
"Smart"  products  will  multiply  as  microcomputer 
intelligence  is  built  into  more  and  more  consumer, 
commercial,  and  'industrial  products. 

)  (b)  The  office  of  the  future  will  become  a  reality  by 

blending  computerized  word  processing,  electronic 
data  processing,  and  telecommunications.  Distri¬ 
buted  networks  of  intelligent  terminals  and  other 
computerized  office  devices  will  create  automated 
office  typing,  dictation,  copying  and  filing  sys¬ 
tems,  as  well  as  electronic  mail  and  message  sys¬ 
tems.  Advanced  information  processing  systems  will 
merge  the  transmission  and  processing  of  data, 
images,  and  voices.  This  will  involve  extensive 
use  of  earth  satellites,  fiber  optics,  and  laser/ 
video  disk  technology  in  advanced  telecommunica¬ 
tion  systems.  Computers  and  computer  terminals 
will  become  integrated  into  everyday  business 
operations  in  offices,  small  business  firms, 
wholesale  and  retail  outlets,  warehouses,  and  fac¬ 
tories.  Managers  will  rely  heavily  on  computer- 
based  management  information  systems  (MIS)  and 
decision  support  systems  (DSS)  to  help  them  make 
better  business  decisions. 

)  (c)  Society  as  a  whole  will  become  increasingly  reli¬ 

ant  on  computers  in  many  areas.  People  will  make 
everyday  use  of  computer-based  systems  such  as 
electronic  funds  transfer  (EFT)  systems  in  bank¬ 
ing;  point-of-sale  (POS)  systems  in  retailing;  and 
computer-assisted  instruction  (CAI)  systems  in 
education. 

3  Data  Entry  Terminals.  These  terminals  typically  use  a 
keyboard  for  entry  of  data  and  a  CRT  screen  so  that 
data  can  be  displayed  and  corrected  before  it  is 
recorded  on  magnetic  disks  or  tapes  or  entered  into  a 
computer  system. 
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Transactional  Terminals.  These  terminals  are  widely 
used  in  banks,  retail  stores,  factories,  and  other 
work  sites.  They  are  used  to  capture  transaction  data 
at  its  point-of-origin.  They  typically  use  a  keyboard 
for  data  entry  and  either  a  printer  or  video  display 
unit  for  output,  as  well  as  a  variety  of  other  input/ 
output  methods  and  media. 

Visual  Display  Terminals.  Terminals  which  use  a  key¬ 
board  for  input  and  a  TV-screen  for  visual  output  are 
called  visual  display  terminals  ( VDT ) ,  or  more  popu¬ 
larly,  CRT  (cathode  ray  tube)  terminals.  They  allow 
the  display  of  alphanumeric  data  and  graphic  images. 

Printing  Terminals.  These  typewriter-like  terminals 
have  a  keyboard  for  data  input  and  a  printing  element 
for  output.  They  print  one  character  at  a  time  and  are 
slower  than  visual  display  terminals  or  high-speed 
computer  printers  and  therefore  are  usually  connected 
to  low-speed  communication  lines. 

Intelligent  Terminals.  Smart  terminals  have  built-in 
microprocessors  so  that  they  can  perform  their  own 
error  checking  and  input/output  communications  control 
functions.  Intelligent  terminals  are  really  microcom¬ 
puters  and  minicomputers  with  input/output  and  data 
communications  capabilities,  which  can  also  act  as 
stand-alone  computers  and  independently  perform  some 
data  processing  tasks. 

NOTE:  2  marks  each  of  4  terminals  described  to  a  maxi¬ 
mum  of  8  . 

15  Q . 4  Terminals,  such  as  CRT  or  printing  terminals.  (Remem¬ 

ber,  a  terminal  can  be  any  input/output  device  that 
uses  communications  channels  to  transmit  or  receive 
data. ) 

Data  communications  interface  units  (such  as  modems, 
communications  controllers,  front-end  processors, 
etc.)  enable  data  to  be  transmitted  between  terminals 
and  computers.  They  convert  data  from  digital  form  to 
analog  and  back,  code  and  decode  data,  and  control  the 
communications  flow  between  the  computers  and  the  ter¬ 
minals  in  a  data  communications  network. 

Communications  channels  are  links  over  which  data  is 
transmitted  and  received.  Communications  channels  can 
be  telephone  lines,  coaxial  cables,  fiber  optic  cab¬ 
les,  microwave  systems,  or  earth  satellite  systems. 
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Computers  of  all  sizes  and  types  use  data  communica¬ 
tions  to  carry  out  their  data  processing  assignments. 
In  many  instances,  there  is  one  larger  general-purpose 
computer  which  serves  as  the  host  computer  and  con¬ 
tains  the  main  data  communications  control  programs 
(software)  which  control  the  data  communications  net¬ 
work  . 

Communications  control  software  are  control  programs 
which  reside  in  the  host  computer  system  and  other 
communications  control  computers  in  the  data  communi¬ 
cations  system.  They  control  input/output  activities 
involving  the  data  communications  system,  and  manage 
the  functions  of  the  communications  network. 

NOTE:  3  marks  each  to  a  maximum  of  15. 

10  0.5  Advantages  of  word  processing  systems: 

i)  Increase  the  productivity  of  secretarial  per¬ 
sonnel  and  reduce  the  costs  of  creating,  re¬ 
viewing,  revising,  and  distributing  written 
office  communications. 

ii)  Shorten  the  turnaround  time  between  the  pre¬ 
paration  and  receipt  of  a  document  by  moving 
information  quickly  and  efficiently  to  the 
people  who  need  it. 

iii)  Reduce  the  frustration,  expense,  and  errors 
involved  in  typing  or  retyping  variable  or 
standard  text  material. 

iv)  Store,  retrieve,  and  transmit  documents  and 
other  written  office  communications  quickly 
and  efficiently. 

v)  Increase  the  productivity  of  executives  and 
professionals  who  are  heavy  users  of  office 
communications. 

Disadvantages  of  word  processing  systems: 

i)  Cost  -  the  word  processing  hardware  is  more 
expensive  than  the  equipment  it  replaces. 

ii)  Word  processing  disrupts  the  traditional 
office  work  roles  and  the  work  environment, 
i.e.,  some  jobs'  are  enhanced,  while  others 
may  become  more  routine  and  less  challenging. 

iii)  Some  executives  may  find  they  lose  their  pri¬ 
vate  secretaries  and  must  learn  to  adapt  to 
modified  typing  pool  environments. 
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7  NOTE:  This  solution  is  an  outline  of  the  points  to  be 
covered. 

Hardware 


Performance.  What  is  its  speed,  capacity,  and  through¬ 
put? 


Cost.  What  is  its  lease  of  purchase  price?  What  is  its 
cost  of  operation  and  maintenance? 

Reliability.  What  is  the  risk  of  malfunction?  What  are 
its  maintenance  requirements?  What  are  its  error  con¬ 
trol  and  diagnostic  features? 


Availability.  What  is  the  firm  delivery  date? 


Software 

The  factors  of  performance,  cost,  reliability,  avail¬ 
ability,  compatibility,  modularity,  technology,  ergo¬ 
nomics,  and  support  should  be  used  to  evaluate  the 
acceptability  of  proposed  software  acquisitions.  Also 
included  in  software  evaluation  are  the  following  fac¬ 
tors  : 


Efficiency.  Is  the  software  a  well  written  system  of 
computer  instructions  that  does  not  use  much  storage 
space  or  CPU  time? 

Flexibility.  Can  it  handle  a  data  processing  assign¬ 
ment  easily  without  major  modification? 

Security.  Does  it  provide  control  procedures  for 
errors,  malfunctions,  and  improper  use? 

Language.  Is  it  written  in  a  programming  language  that 
is  used  by  our  computer  programmers  and  users? 


Vendor  Support 

Performance.  How  have  their  past  performances  compared 
to  their  promises? 

Systems  development.  Are  systems  analysts  and  program¬ 
ming  consultants  available?  What  are  their  qualifica¬ 
tions  and  rates? 
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Maintenance.  Is  equipment  maintenance  provided?  What 
is  its  quality  and  cost? 

Conversion.  What  systems  development,  programming,  and 
hardware  installation  services  will  they  provide  dur¬ 
ing  the  conversion  period? 

NOTE:  4  marks  for  each  section. 

Q. 8  The  three  main  categories  of  EDP  controls  and  their 
descriptions  with  examples  follow: 

(4)  (a)  Data  Processing  Controls 

Data  processing  controls  utilize  the  speed  and 
accuracy  of  the  computer  to  monitor  itself  and  all 
its  data  processing  activities.  They  include  input 
controls,  processing  controls,  output  controls, 
and  storage  controls. 

(4)  (b)  Organizational  Controls 

Organizational  controls  can  be  developed  for  the 
computer  services  organization  to  maintain  proper 
methods  of  systems  development  and  computer  opera¬ 
tions.  They  include  production  control,  separation 
of  duties,  standard  procedures,  documentation, 
authorization  requirements,  conversion  scheduling, 
and  EDP  auditing. 

(4)  (c)  Facilities  Controls 

.  Facility  controls  can  be  developed  to  protect  the 
facilities  of  the  computer  services  department. 
They  include  data  base  controls,  data  communica¬ 
tions  controls,  computer  failure  controls,  physi¬ 
cal  protection  controls,  and  insurance. 

Data  processing  facilities  are  exposed  to  the 
natural  risks  that  all  business  activities  are 
subject  to,  such  as  flooding,  fire,  tornadoes, 
hurricanes,  etc.  Besides  these  risks,  data  pro¬ 
cessing  systems  are  subject  to  some  unique  secu¬ 
rity  risks;  for  example,  software  is  subject  to 
tampering  for  purposes  of  embezzlement;  data  files 
can  easily  be  copied. 
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0.9  Syntax  errors  are  caused  by  violating  the  rules  of  the 
programming  language  in  which  a  program  is  coded,  or 
by  making  mistakes  in  the  organization  and  format  of 
data. 

Logic  errors  are  errors  that  occur  because  of  mistakes 
in  the  logical  structure  of  a  program.  Necessary  pro¬ 
cedures  may  have  been  omitted  or  incorrect  procedures 
included  in  a  program. 

Systems  design  errors  are  errors  in  the  design  of  a 
system  caused  by  a  lack  of  communication  between  the 
computer  programmer  and  the  systems  analyst  or  com¬ 
puter  user,  which  result  in  the  computer  program  not 
meeting  all  of  the  requirements  of  the  proposed  data 
processing  application. 


100 


END  OF  SOLUTIONS 


S325J84 


Page  235 


Page  8  of  8 


CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


INCOME  TAX  409  EXAMINATION 
March,  1984 


Marks 


Time:  3  Hours 


NOTE: 

1 .  This  examination  is  based  on  the  Income  Tax  Act  as  it  stood  on  July  01 ,  1983,  which 
included  the  amendments  to  the  Income  Tax  Regulations.  It  is  imperative  that,  on 
the  inside  cover  of  your  examination  booklet,  you  write  down  the  date  and  edition 
on  which  you  based  your  study  for  this  examination.  If  you  choose  not  to  record 
your  references,  the  examiner  will  assume  that  you  have  used  the  Income  Tax  Act 
as  it  stood  on  July  01,  1983. 

2.  Marks  will  be  deducted  for  answers  which  mix  up  different  years  or  editions  of  the 
Act  within  the  same  question  (e.g.,  using  1983  personal  exemptions  with  1982  tax 
rates  and  credits). 

3.  Round  all  calculations  to  the  nearest  dollar. 

4.  The  following  tables  are  provided  for  reference: 


Basic  exemption 
Additional  marital 
Total 

Spouse's  income  limit 

Dependants  under  18 

Dependants  under  18  —  income  limit 

Dependants  18  or  over 

Dependants  18  or  over  —  income  limit 

Taxpayers  65  or  over 

Additional  for  blind  or  bedridden 


1983 

1982 

$  3,770 

$  3,560 

_ 3,300 

3,110 

$  7,070 

$  6,670 

$  570 

$  550 

710 

670 

2,450 

2.320 

1.300 

1,220 

2,570 

2,440 

2,360 

2,220 

2,360 

2,220 

1983  FEDERAL  INCOME  TAX  RATES 

Taxable  Income 

_ Tax 

%  1,179  or  less 

6% 

In  excess  of 

%  1,179 

$  71  + 

16%  on  next 

$  1,179 

2,358 

259  + 

17%  on  next 

2,358 

4.716 

660  + 

18%  on  next 

2,358 

7.074 

1 .085  + 

19%  on  next 

4.716 

11.790 

1,981  + 

20%  on  next 

4.716 

16,506 

2.924  + 

23%  on  next 

4,716 

21,222 

4,009  + 

25%  on  next 

11,790 

33.012 

6.956  + 

30%  on  next 

23,580 

56,592 

14.030  + 

34%'  on  excess 

1982  FEDERAL  INCOME  TAX  RATES 

Taxable  Income _ ’fax 

$  1 ,  i  12  or  less  6% 

In  excess  of 


$  1.112 

S  67  + 

16%  on  next  5 

;  i,ii2 

2,224 

245  + 

17%  on  next 

2,224 

4,448 

623  + 

18%  on  next 

2.224 

6,672 

1 .023  + 

19%  on  next 

4.448 

11,120 

1.868  + 

20%  on  next 

4,448 

15,568 

2.758  + 

23%  on  next 

4,448 

20,016 

3,781  + 

25%  on  next 

11,120 

31.136 

6,561  + 

30%  on  next 

22,240 

53,376 

13,233  + 

34%'  on  remainder 
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15  Q.l  For  the  following  unrelated  transactions,  select  the  most  appropriate  answer  pro¬ 
vided: 

(5)  (a)  Mr.  A  is  an  employee  of  ABC  Ltd. .  a  taxable  Canadian  corporation.  ABC  Ltd.  has 

provided  a  company-owned  car  (Undepreciated  Capital  Cost  -  $15,000;  Capital 
Cost  -  $35, 000)  for  use  by  Mr.  A  for  business  and  personal  purposes  throughout  the 
1983  calendar  year.  In  addition,  the  company  paid  $4,500  operating  expenses  in 
1983 .  According  to  records  kept  by  Mr.  A,  the  breakdown  of  use  of  the  car  in  1983  is 
as  follows: 

Business  use  9,000  kilometers 

Personal  use  7,000  kilometers 

Total  16,000  kilometers 

Mr.  A  has  reimbursed  the  company,  through  payroll  deductions,  $150  monthly 
for  personal  use  of  the  car  in  1983. 

The  amount  of  employment  taxable  benefit  that  Mr.  A  has  to  include  in  his  1983 
income  is: 

i)  $2,269. 

ii)  $3,844. 

iii)  $5,069. 

iv)  $6,869. 


(5)  (b)  In  June,  1983,  Mr.  B  disposed  of  1,000  shares  of  BC  Ltd.,  a  Canadian-controlled 

private  corporation  dealing  at  arm's  length  with  Mr.  B  at  all  times,  for  proceeds  of 
$45,000  (fair  market  value).  The  1,000  shares  were  acquired  by  Mr.  B  from  BC  Ltd. 
under  an  employees’  stock  option  plan  and  the  following  relate  to  the  acquisition: 


Date 

Acquired 

Number  of 
Shares 

Option 

Price 

Fair  Market  Value 
(at  the  time  the  option 
was  exercised) 

November 

1981 

200 

$  10/share 

$  14/share 

February 

1982 

300 

$15/share 

$ 17/share 

October 

1982 

400 

$20/share 

$24/share 

March 

1983 

100 

1,000 

$26/share 

$30/share 

The  amounts  that  Mr.  B  has  to  include  in  his  1983  income  with  respect  to  the 
disposition  of  the  shares  are: 

i)  Benefit  $0;  taxable  capital  gain  $13,950. 

ii)  Benefit  $3,400:  taxable  capital  gain  $12,250. 

iii)  Benefit  $400;  taxable  capital  gain  $13,750. 

iv)  Benefit  $30,000;  allowable  capital  loss  $1,050. 


Continued.... 
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(5)  (c)  Mr.  C  is  an  employee  of  CD  Ltd.  On  January  1,  1983,  CD  Ltd.  made  alow  interest 

loan  of  $60,000  to  Mrs.  C  to  enable  her  to  acquire  a  house  for  the  family  to  live  in. 
The  terms  of  the  loan  were: 


Interest  rate:  5%  per  annum  (paid  on  repayment  date) 

Repayment:  July  1,  1983. 

The  amount  that  Mr.  C  has  to  include  in  his  1983  income  with  respect  to  the  loan 
made  to  Mrs.  C  is: 


i)  $  0. 

ii)  $1,783. 

iii)  $  693. 

iv)  $1,283. 

Q.2  Mr.  Hall,  a  resident  of  British  Columbia,  owns  all  the  shares  of  Hall  Holdings  Ltd. 
(HHL).  The  common  shares  of  Hall  Candies  Manufacturing  Ltd.  (HCML)  are  held  by 
HHL  and  Mr.  Mark,  Mr.  Hall's  brother-in-law,  in  the  ratio  of  51%  and  49%  respec¬ 
tively.  Both  HHL  and  HCML  were  incorporated  in  British  Columbia  in  1980. 

HHL  and  HCML  both  have  a  December  31  year-end.  The  assets  of  HHL  consist 
mainly  of  shares  of  HCML;  all  surplus  funds  left  in  HHL  were  used  to  purchase  shares 
of  widely-held  Canadian  corporations,  which  are  not  connected  with  HHL  and 
HCML. 


HCML  manufactures  candies  for  wholesale  throughout  Canada  and  the  United 
States. 


The  following  information  relates  to  the  1983  income  for  income  tax  purposes  and 
related  income  tax  payable  of  the  two  companies: 


')  HHL 

Income  from  active  business: 
carried  on  in  Canada 
carried  on  in  the  United  States 
Taxable  dividends  received  from: 

HCML  $40,800 

Other  taxable  Canadian  corporations  4,000 

■ncome  $44.800 


HCML 

$230,000 

30,000 


$260,000 


2)  It  was  determined  that  the  manufacturing  and  processing  profits  of  HCML  were 
$180,000  and  the  taxable  income  allocated  to  the  United  States  was  $30,000  on 
which  HCML  had  paid  income  tax  of  Canadian  $4,000  to  the  United  States 
government. 

3)  The  balances  of  its  Cumulative  Deduction  Account  (CDA)  and  Refundable 
Dividend  Tax  on  Hand  (RDTOH)  were  $770,000  and  $5,000  respectively  at  the  end 
of  HCML’s  1982  taxation  year. 


(4)  On  December  1,  1983,  HHL  and  HCML  paid  $20,000  and  $80,000  dividends 
'-^t'Vely  thelr  shareholders.  (HHL  has  zero  balances  in  its  CPA  and 
RDTOH  at  the  end  of  its  1982  taxation  year.) 
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REQUIRED: 


Compute,  in  good  format,  the  minimum  federal  income  tax  payable  by  Hall  Holdings 
Ltd  and  Hall  Candies  Manufacturing  Ltd.  for  the  1983  taxation  year.  (You  may  find  it 
helpful  to  diagram  the  corporate  structure.) 

Q.3  Distinguish,  in  point  form,  the  differences  between  tax  evasion  and  tax  avoidance. 

Q.4  Blanca  Ltd.,  a  taxable  Canadian  corporation,  has  requested  your  assistance  in 
preparing  the  Capital  Cost  Allowance  schedule  for  its  1984  taxation  year  which  ended 
on  January  31,  1984.  instead  of  its  normal  year-end  of  June  30,  1984. 

The  following  data  pertain  to  its  1984  transactions  with  respect  to  the  depreciable 
properties: 


Undepreciated 

July  1,  1983  to  January  31,  1' 

Class 

Capital  Cost 

July  1,  1983 

Additions 

Disposals 

3 

$300,000 

$  30,000 

$200, 000(a) 

6 

100,000 

0 

0 

8 

50,000 

10,000 

7.000(b) 

10 

40,000 

35,000 

15.000(c) 

12 

8,000 

2,000 

1.000(d) 

13 

20,000(e) 

50.000(e) 

0 

14 

60.000 

0 

20.000(f) 

29 

120.000(g) 

30.000(g) 

0 

$698,000 

$157,000 

$243,000 

(a)  The  $200,000  represents  the  proceeds  on  disposal  of  the  last  asset  in  the  class. 
There  is  a  capital  gain  of  $800,000  on  the  sale  of  the  land. 

(b)  The  $7,000  represents  the  proceeds  from  the  sale  of  equipment  which  has  a  capital 
cost  of  $5,000. 

(c)  The  $15,000  represents  the  proceeds  from  the  sale  of  a  truck  with  a  capital  cost  of 
$17,000. 

(d)  The  class  12  assets  consist  solely  of  computer  software.  The  capital  cost  of 
disposals  far  exceeds  $1,000. 

(e)  The  company  acquired  a  leasehold  interest  in  a  building  with  terms  of  4  years  with 
three  options  for  extension  of  3  years  each.  The  $20,000  opening  balance  repre¬ 
sents  the  remaining  4  annual  amortizations  on  a  separate  lease. 

(f)  The  $20,000  represents  the  proceeds  for  sale  of  a  franchise  which  originally  cost 
$15,000.  There  are  no  other  assets  in  this  class. 

(g)  The  company  acquired  $30,000  of  used  equipment  for  manufacturing.  The 
$120,000  opening  balance  represents  purchases  made  in  the  1981  taxation  year, 
which  remains  unclaimed. 

REQUIRED: 

Compute,  in  good  format,  the  maximum  capital  cost  allowance  that  can  be  claimed 
by  Blanca  Ltd.  in  its  1984  taxation  year. 
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Q.5  Mr.  Cooper,  aged  51 ,  aresident  of  Ontario  for  the  last  ten  years,  has  provided  you  with 
the  following  information  for  preparation  of  his  1983  individual  income  tax  return: 


E409M84 


(a)  Income  from  employment: 


Gross  salary 


Deductions: 

Canada  pension 

$  301 

Unemployment  Insurance 

461 

Income  tax 

12,360 

Registered  pension 

1,500 

Union  dues 

300 

Net  salary 

$45,000 


(14,922) 

$30,078 


On  January  1,  1983.  his  employer  lent  him  $30,000  to  assist  in  purchasing  a  house  to 
live  in.  The  loan  is  repayable  over  a  10  year  period  and  has  an  interest  rate  of  5%  per 
annum  payable  at  the  end  of  the  calendar  year.  This  loan  was  arranged  on  January  I, 
1983. 

(b)  Income  from  properties: 

Bank  interest  received* 

Taxable  dividends  received 
Interest  from  foreign  source 
received  in  Canadian  dollars 
(paid  foreign  tax  of  Canadian  $150) 

*Mr.  Cooper  reports  interest  income  on 

(c)  Income  from  businesses: 

Share  of  profit  from  a  partnership 
with  a  fiscal  year  ending  January  31,  1983  $43,000 

Profit  from  a  farming  operation 
(Mr.  Cooper  operates  the  farm 

as  a  hobby)  $  3.000 


$  2,000 
$  3,000 

$  1,000 

a  cash  basis. 


(d)  Capital  transactions: 

Sold  to  a  friend  the  following  at  fair  market  value: 


Assets 

Proceeds 

Adjusted 
Cost  Base 

1,000  shares 
of  ABC  Ltd. 

$  5,000 

$  75,000 

Loan  of  $50,000 
to  ABC  Ltd. 

3,334 

50,000 

$  8,334 

$125,000 

ABC  Ltd.  is  a  Canadian-controlled  private  corporation  set  up  in  1978  by  Mr.  Cooper 
to  carry  out  his  business.  Mr.  Cooper  sold  his  interest  in  the  company  because 
business  was  bad. 

Taxable  capital  gains  realized 

Allowable  capital  losses  realized 
(other  than  from  the  ABC  Ltd 
transaction) 

Gains  from  dispositions  of 
listed-personal-properties 
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$  20,000 

$  5,000 
$  6,000 
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(e)  Mrs.  Cooper  has  no  other  income  except  $3 ,000  in  Canadian  bank  interest  that  she 
derived  from  funds  given  to  her  by  her  father. 


(f)  Mr.  Cooper  has  15  year  old  twin  daughters.  They  have  no  income  except  the  $200 
interest  each  from  the  money  in  their  savings  accounts.  The  money  in  the  savings 
accounts  was  given  to  them  by  Mrs.  Cooper. 

(g)  Mr.  Cooper  has  the  following  losses  carried  forward  from  prior  years: 


Year  of  Loss 


Type  of  Loss 


Amount  of  Loss 


1976  Non-capital  loss  $  15,000 

1982  Non-capital  loss  10,000 

1974  Net  capital  loss  18,000 

1979  Restricted  farm  loss  5,000 

1980  Listed-personal-property  loss  7,000 

$  55,000 


REQUIRED: 


Compute,  with  supporting  calculations,  the  minimum  federal  income  tax  payable  by 
Mr.  Cooper  for  his  1983  taxation  year. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


INCOME  TAX  409  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

The  performance  of  this  particular  exam  was  better  than  recent 
exams . 

Most  students  demonstrated  a  professional  ability  in  solving  the 
more  complex  tax  problems.  The  answers  given  reflected  an  acknow¬ 
ledgement  of  the  necessity  for  good  format  and  a  maturity  in  ap¬ 
proach. 

Specific 

Q.l  This  is  a  multiple  choice  question.  The  reason  for  having 
this  kind  of  question  is  to  emphasize  that  there  are 
definite  answers  for  some  basic  topics  in  the  tax  area. 
Generally,  the  examiner  was  surprised  that  many  students 
did  not  indicate  their  choice. 

(a)  In  computing  the  reasonable  charge,  quite  a  few  stu¬ 
dents  used  16,000  km  instead  of  12,000  km.  This  con¬ 
cept  was  covered  in  the  lesson  notes  (3:9)  with  an  ex¬ 
ample  on  the  same  page  (Ex. 2).  However,  the  figures 
used  in  the  solution  of  a  question  in  the  assignment 
were  in  conflict  with  that  used  in  the  example.  For 
this  reason,  choices  (ii)  and  (iii)  were  both  accepted 
as  correct  in  marking  this  exam.  The  correct  choice 
should  be  (  iii ) . 

-  UCC  was  used  instead  of  the  capital  cost, 

-  the  $45,000  operating  expenses  was  not  prorated 
between  personal  and  business. 

(b)  Many  did  not  realize  that  subsection  7(1.1)  was  not 
applicable  because  Mr.  B  disposed  of  the  shares  within 
two  years  of  November,  1981. 

The  employment  benefits  derived  from  exercising  the 
options  are  to  be  included  in  the  year  of  disposition, 
not  the  years  the  options  are  exercised. 

(c)  Some  did  not  consider  that  there  was  a  deemed  interest 
benefit.  This  topic  was  well  covered  in  the  lesson 
notes  (3:10),  which  provided  that  the  interest  rate  is 
floating  and  that  this  loan  did  not  qualify  as  a 
housing  loan  because  it  was  made  after  November  12, 
1981. 
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-  Many  used  the  two-column  format  which  was  helpful. 

-  Federal  tax  abatement  of  $230,000  was  not  used.  Some 
used  $11,960  and  many  used  $260,000. 

-  No  problem  in  the  SBD  and  the  MPPD. 

-  One  mark  was  given  for  recognition  that  surtax  is  pay¬ 
able. 

-  Full  mark  was  given  for  the  correct  answer  of  $4,000  for 
business  foreign  tax  credit.  Many  made  mistakes  in 
arriving  at  the  $4,000  figure  and  were  penalized. 

-  Many  have  a  problem  in  determining  Part  IV  tax  payable 
by  the  parent  company  with  respect  to  taxable  dividends 
from  its  subsidiary  which  received  a  dividend  refund. 

-  Many  did  not  consider  and  calculate  Part  II  tax  even 
though  it  was  covered  in  the  lesson  notes  on  page  9:22 
under  a  separate  heading. 

0.3  -  Many  did  not  give  the  answer  in  point  form  as  required. 

-  This  question  was  an  attempt  to  clarify  the  thinking  of 
the  future  C.G.A.  with  respect  to  the  important  distinc¬ 
tion  between  tax  evasion  and  tax  avoidance. 

-  Many  got  the  right  idea  but  could  not  articulate  some  of 
the  subtle  differences. 

-  This  question  provided  a  wide  spectrum  of  responses. 

Q.4  -  This  question  was  poorly  done.  It  may  be  that  the  topic 

is  still  relatively  new. 

-  Many  did  not  reflect  any  knowledge  of  the  proper  treat¬ 
ment  of  terminal  loss  on  disposition  of  building  and 
land. 

-  The  new  half-year  rule  and  the  short  taxation  year  rule 
were  not  handled  properly  by  many  students.  Assignment 
Question  5  of  Lesson  4  provided  a  numerical  example  of 
these  new  rules. 

-  Some  still  confused  recapture  with  terminal  loss. 

-  Some  used  number  of  months  instead  of  days  in  the  short 
taxation  year  problem.  No  mark  was  deducted. 

-  This  question  was  marked  with  every  consideration  given 
to  the  responses  of  the  students. 

Q.5  -  This  question  was  well  done  by  many. 

-  Some  problem  in  computation  of  the  deemed  interest  on 
loan  because  of  the  interest  rates  used. 

-  Few  students  actually  prorated  the  share  of  partnership 
income  based  on  the  number  of  days  in  1983. 

-  Many  did  not  know  how  to  treat  the  Allowable  Business 
Investment  Loss. 

-  The  income  of  the  wife  was  determined  incorrectly. 

-  Some  problems  in  the  amounts  of  losses  to  be  applied. 
The  question  indicated  that  the  minimum  federal  income 
tax  was  to  be  determined;  therefore,  the  amounts  will 
not  be  affected  by  the  new  rules  with  respect  to  losses 
with  some  effective  1983. 

-  Some  problem  in  computing  the  federal  dividend  tax 
credit. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 


INCOME  TAX  409  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


(a)  Answer  is  iii). 

Section 

Reference 

$4,500  x  7.000 

16,000 

= 

$1,969 

6(1 )(a) 

$35,000  x  2%  x  12  x 

7.000  = 

12,000 

4,900 

6(2)  • 

6,869 

Less  reimbursement 
$150  x  12 

(1,800) 

$5,069 

(5)  (b)  Answer  is  ii). 


Section  7(1.1)  is  not  applicable  because  shares  were  disposed  of  within  2  years  of 
acquisition. 


Employment  income: 

FMV  (at  time  of  exercise)  Option  Price  Benefit 


200 

X 

$14  = 

$  2,800 

200 

x  $10  = 

$  2.000 

$  800 

300 

X 

17  = 

5,100 

300 

x  15  = 

4,500 

600 

400 

X 

24  = 

9,600 

400 

x  20  = 

8,000 

1,600 

100 

X 

30  = 

3,000 

100 

x  26  = 

2,600 

400 

1,000 

$20,500 

1,000 

$17,100 

$3,400 

Taxable  capital  gains: 


Proceeds 

ACB: 

Actual 

Section  7(1  (  benefit 
Capital  gain 


$  45,000 

$17,100 

3,400  (20,500) 

$  24,500 


Taxable  capital  gain 


$  12,250 


Continued.... 
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(5)  (c)  Answer  is  ii). 


This  is  not  considered  as  a  housing  loan. 


Deemed  interest  benefit: 


$60,000  x  12%  x 

$60,000  x  10%  x 

$60,000  x  5%  x 


90  = 
365 

$1,775 

91  = 

365 

1,496 

3,271 

181  = 
365 

(1,488) 

$1,783 

30 


Q.2 


HHL 

HCML 

(2) 

Income 

Division  C  deductions: 

Taxable  dividends 

Taxable  income 

$44,800 

(44,800) 

0 

$260,000 

0 

$260,000 

(1) 

Part  I  tax  payable: 

$  0 

(2) 

$260,000  x  46% 

$119,600 

(3) 

Federal  tax  abatement: 

($260,000  -  $30,000)  x  10% 

(23,000) 

Small  business  deduction: 

21%  of  least  of 
$  230,000 

$  260,000  -  (2  x  $4,000) 

$  200,000 

$1,000,000  -  $770,000  =  $230,000 

(2) 

21%  x  $200,000 

(42,000) 

(2) 

MPPD: 

$180,000  X  5% 

(  9,000) 
$  45,600 

Corporate  surtax: 

(1)  2 Vi%  ($45,600  -  $30,000  x  10%)  - 

[($200,000  x  15%)  - 

($180,000  x  5%)]  540 

$  46,140 
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(3) 

Business  foreign  tax  credit: 

Lesser  of  $4,000 
and 

$  30,000  x  ($119,600  +  $540) 
$260,000 

(4,000) 

$42,140 

Dividend  refund: 

Taxable  dividend  paid  x  1/4: 

$80,000  x  1/4  =  $20,000 

RDTOH  (see  below)  $  5,000 

$  5,000 

(3) 

$20,000  x  1/4  =  $  5,000 

RDTOH  (see  below)  $  3,550 

$  3,550 

(4) 

Part  IV  Tax: 

HCML:  4  x  ($5,000  x  $40,800)  = 
$80,000 

$10,200 

Others 

1/4  x  $14,200 

4,000 

$14,200 

$  3,550 

$  0 

(2) 

RDTOH 

Opening 

Add:  Part  IV  Tax 

$  0 
3,550 

$3,550 

$  5,000 

0 

$  5,000 

Summary: 

Part  I  Tax 

Dividend  refund 

Part  II  Tax  (see  below) 

Part  IV  Tax 

$  0 

(3,550) 

0 

3,550 

$  0 

$42,140 

(5,000) 

10,000 

0 

$47,140 

(5) 

Part  II  Tax: 

Lesser  of 

12.5%  x  $20,000  =  $  2,500 

12.5%  x  $80,000  =  $10,000 
and 

1/9  x  (0) 

$  0 

1/9  x  (3/4  x  $200,000)  =  $16,667 

$10,000 
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Tax  Evasion 


10  Q.3 

(5) 


Willful  acts  to  minimize  income  by: 

—  suppressing  income; 

—  overstating  expenses. 

Concealment  of  income  tax  liability  by: 

—  not  filing  return  as  required; 

—  willful  omission  of  income; 

—  willful  misrepresentation  of  either  the  nature  or  amount  of  income  earned. 

This  is  illegal  and  would  be  subject  to  stringent  criminal  penalties. 

(5)  Tax  Avoidance 

Legal  arrangements  made  to  minimize  tax  payable  by: 

—  taking  advantage  of  most  beneficial  provisions; 

—  taking  advantage  of  differences  of  opinion  in  interpretation  of  provisions  of  the  Act. 
Arrangement  of  taxpayer's  affairs  to  take  advantage  of  favorable  judicial  decisions. 
These  arrangements  must  clearly  not  conflict  with  the  provisions  of  the  Act. 


15 


Q.4  1984  taxation  year  commenced  on  July  1,  1983,  and  ended  on  January  31,  1984 

(215  days). 


Undepreciated 
Capital  Cost 


Class 

July  1,  1983 

Additions 

Disposals 

UCC 

Rate 

CCA 

Note 

$(200,000) 

3 

$300,000 

$30,000 

(130,000) 

0 

0 

(1) 

6 

100,000 

0 

0 

$100,000 

10% 

$  5,890 

(2) 

8 

50,000 

10,000 

(5,000) 

55,000 

20% 

6,185 

(3) 

10 

40,000 

35,000 

(15,000) 

60,000 

30% 

8,836 

(4) 

12 

8,000 

2,000 

(1.000) 

9,000 

100% 

5,007 

(5) 

13 

20,000 

50,000 

0 

70,000 

S/L 

5,049 

(6) 

14 

60,000 

0 

(15,000) 

45,000 

S/L 

45,000 

(7) 

29 

120,000 

30,000 

0 

150,000 

S/L 

75,103 

(8) 

$151,070 


(3)  Notes  (1):  Proceeds  are  deemed  to  be  equal  to  $330,000,  resulting  in  no  terminal  loss 
(Subsection  13  (21.1)). 


(1) 

(1) 

(1) 


(2) :  $100,000  x  10%  x  215  =  $5,890 

365 

(3) :  ($50,000  +  1/2  ($10,000  -  $5,000))  x  20%  x  215  =  $  6,185 

365 

(4) :  ($40,000  +  1/2  ($35,000  -  $15,000))  x  30%  x  215  =  $  8,836 

365 


(1)  (5):  This  class  consists  of  computer  software 

•.  ($8,000  +  1/2  ($2,000  -  $1,000))  x  100%  x  215 

365 


=  $  5,007 


Continued.... 
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$  5,049 


(3) 

(6): 

[($20,000  -p  4)  +  50%  ($50,000  -p  7)]  x 

215  =  $  5,049 

365 

(2) 

(7): 

No  more  assets  in  the  class  ;  terminal  loss  of  $45,000  results. 

(3) 

(8): 

[($120,000  +  ((50%  x  $30,000)  x  50%)]  x 

215  =  $75,103 

365 

Q.5 

Income  from  employment: 

Gross  salary 

Deemed  interest  on  loan: 

$30,000  x  12%  x  90  =  $  888 

365 

$45,000 

$30,000  x  10%  x  275  =  2,260 

365 

$3,148 

Less  interest  on  loan: 

$30,000  x  5% 

(1,500) 

1,648 

46,648 

Deductions: 

Employment  Expense  (Maximum) 
Canada  Pension  Plan 

Unemployment  Insurance 

Registered  Pension  Plan 

Union  Dues 

500 

301 

461 

1,500 

300 

(3,062) 

$43,586 

Income  from  properties: 

Interest 

Taxable  dividends:  ($3,000  +  $1,500) 
Interest  from  foreign  source 

2,000 

4.500 

1,000 

7,500 

Income  from  business: 

Partnership 

Farming 

(2) 

(1)  Taxable  capital  gains  20,000 

(2)  Taxable  net  gains  ($6,000  -  $7,000)  _ 0 

(1)  Allowable  capital  loss  —  allowable  ($63,333 

-  $58,333)  business  investment  loss 
(See  Schedule  Below) 


43,000 

3,000  46,000 

$97,086 


20,000 

(5,000)  15,000 

112,086 


Allowable  business  investment  loss: 
Income 


(58,333) 

53,753 


Division  c  deductions: 

Personal  exemptions: 

Self 

Wife 

(2>  [$3,870  -  ($2,000  -  $1,000)  +  $400] 

Children  $710  x  2 
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3,770 

470 

1,420  (5,660) 

Continued.... 
Page  5  of  6 


100 


(1) 

Standard  Medical  Deduction 

(100) 

(1) 

Investment  income  deduction 

- 

(1,000) 

(1) 

Transfer  from  spouse 

Loss  applications: 

(1,000) 

(1) 

Restricted  farm  loss 

(3,000) 

(2) 

Non-capital  loss 

(10,000) 

(2) 

Net  capital  loss  ($15,000  +  $2 

,000) 

(17,000) 

Taxable  income 

$15,993 

ABC  Ltd.: 

Proceeds 

AC  B 

Capital  Loss 

1,000  shares  $5,000 

$  (75,000) 

$  (70,000) 

Loan  3,334 

(50,000) 

(46,666) 

$8,334 

$(125,000) 

$(116,666) 

This  is  a  business  investment  loss  and  Mr.  Cooper  has  $58,333  ($116,666  +  2) 
allowable  business  investment  loss  (ABIL). 


(1) 

Tax  computation: 

$15,993 

(11,790) 

$  4,203  x  20% 

$  1,981 
841 

$  2,822 

(1) 

Federal  dividend  tax  credit: 

68%  x  $1,500 

(1,020) 
$  1,802 

(1) 

Federal  tax  reduction: 

Self  and  spouse 

(400) 

$  1,402 

Foreign  tax  credit: 

Foreign  Tax  $150 

$1,000  x  ($1,402  +  $1,020)  =  $68 

$  (68) 

(1) 

$53,753  -  $17,000  -  $1,000 

$  1,334 

(1) 

Tax  withheld 

Tax  refund 

(12,360) 

$11,026 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 

INCOME  TAX  409  EXAMINATION 
June,  1984 


Marks 


Time:  3  Hours 


NOTE: 

1.  This  examination  is  based  on  the  Income  Tax  Act  as  it  stood  on  July  01, 1983,  which 
included  the  amendments  to  the  Income  Tax  Regulations.  It  is  imperative  that,  on 
the  inside  cover  of  your  examination  booklet,  you  write  down  the  date  and  edition 
on  which  you  based  your  study  for  this  examination.  If  you  choose  not  to  record 
your  references,  the  examiner  will  assume  that  you  have  used  the  Income  Tax  Act 
as  it  stood  on  July  01,  1983. 

2.  Marks  will  be  deducted  for  answers  which  mix  up  different  years  or  editions  of  the 
Act  within  the  same  question  (e.g.,  using  1983  personal  exemptions  with  1982  tax 
rates  and  credits). 

3.  Round  all  calculations  to  the  nearest  dollar. 

4.  The  following  tables  are  provided  for  reference: 


Basic  exemption 
Additional  marital 
Total 

Spouse's  income  limit 

Dependants  under  18 

Dependants  under  18  —  income  limit 

Dependants  18  or  over 

Dependants  18  or  over  —  income  limit 

Taxpayers  65  or  over 

Additional  for  blind  or  bedridden 


1983 

1982 

$  3,770 

$  3,560 

3,300 

3,110 

$  7,070 

$  6,670 

$  570 

$  550 

710 

670 

2,450 

2,320 

1,300 

1,220 

2,570 

2,440 

2,360 

2,220 

2,360 

2,220 

1983  FEDERAL  INCOME JAX  RATES 


Taxable  Income 

Tax 

$  1, 179  or  less 

6% 

In  excess  of 

$  1,179 

$  71  +  16%  on  next 

$  1,179 

2,358 

259  +  17%  on  next 

2,358 

4,716 

660  +  18%  on  next 

2,358 

7,074 

1,085  +  19%  on  next 

4,716 

11,790 

1.981  +  20%  on  next 

4.716 

16,506 

2,924  +  23%  on  next 

4.716 

21,222 

4,009  +  25%  on  next 

11,790 

33,012 

6,956  +  30%  on  next 

23,580 

56,592 

14,030  +  34%  on  excess 

1 982  FEDERAL  INCOME  TAX  RATES 

Taxable  Income_ fkx 


$  1,112  or  less 

6% 

In  excess  of 

$  1,112 

$  67  + 

16%  on  next  $  1,112 

2,224 

245  + 

17%  on  next 

2,224 

4,448 

623  + 

18%  on  next 

2,224 

6,672 

1,023  + 

19%  on  next 

4,448 

11,120 

1,868  + 

20%  on  next 

4,448 

15,568 

2,758  + 

23%  on  next 

4,448 

20,016 

3,781  + 

25%  on  next 

11,120 

31,136 

6,561  + 

30%  on  next 

22,240 

53,376 

13,233  + 

34%  on  remainder 
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Q.l  For  the  following  unrelated  transactions,  select  the  most  appropriate  answer  pro¬ 
vided: 

(5)  (a)  John  Stewart  is  an  employee  of  Man  Resources  Ltd.  (MRL),  a  taxable  Canadian 

corporation.  MRL  has  a  June  30  year-end.  On  August  1,  1981,  MRL  accrued 
$25,000  bonus  payable  to  John  Stewart.  The  accrued  bonus  remained  unpaid  as  at 
August  1,  1983  and  the  company  and  John  Stewart  have  jointly  filed  a  valid 
agreement  with  respect  to  the  unpaid  bonus,  in  accordance  with  the  provisions  of 
Section  78  of  the  Income  Tax  Act. 

John  Stewart  is  therefore  considered  to  have  received  the  $25,000  bonus,  for 
income  tax  purposes,  on: 

i)  July  1,  1982. 

ii)  December  31,  1982. 

iii)  June  30,  1983. 

iv)  July  1,  1983. 

v)  December  31,  1983. 

(5)  (b)  Wash  Ltd.  is  a  Canadian-controlled  private  corporation  with  a  December  31 

year-end.  On  October  1,  1983,  the  company  received  dividends,  which  were 
deductible  in  arriving  at  taxable  income,  from  the  following  taxable  Canadian 
corporations: 


Corporation 

Amount  of  Dividends 

ABC  Ltd.,  a  wholly-owned 
Canadian-controlled  private 
corporation 

$  60,000  (Note  1) 

EFG  Ltd.,  a  non-connected 
public  corporation 

6,000 

HIJ  Ltd.,  a  controlled 
public  corporation 

10,000 

$  76,000 


Note  1:  ABC  Ltd.  has  elected  $20,000  to  be  paid  from  the  Capital  Dividend 
Account  and  it  has  a  dividend  refund  of  $7,500  on  payment  of  dividends  to 
its  shareholder. 


The  amount  and  date  payable  for  the  Part  IV  tax  for  which  Wash  Ltd.  is  liable  is: 


i)  $19,000  on  March  31,  1984. 

ii)  $19,000  on  December  31 ,  1984. 

iii)  $11,500  on  March  31,  1984. 

iv)  $  9,000  on  March  31,  1984. 

v)  $16,500  on  March  31,  1984. 


Continued . . . 
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(5)  (c)  For  the  past  ten  years,  Mr.  Right  has  been  employed  by  Big  Ltd.,  a  taxable 

Canadian  corporation.  On  June  1,  1983,  Mr.  Right  was  fired  from  his  job  without 
notice  or  compensation.  He  immediately  initiated  a  lawsuit  claiming  damages  for 
wrongful  dismissal.  However,  Big  Ltd.  agreed  to  settle  the  claim  out  of  court  and 
offered  Mr.  Right  $60,000  which  was  accepted  by  Mr.  Right.  Prior  to  his  dismissal, 
Mr.  Right’s  annual  salary  was  $50,000. 

With  respect  to  the  $60,000  payment  from  his  former  employer,  Mr.  Right  must 
include  in  his  1983  income  the  following  amount: 


i)  $25,000. 

ii)  $35,000. 

iii)  $60,000. 

iv)  $  0. 

v)  $30,000. 


Q.2  Mr.  Lee  had  the  following  income  in  1983: 


Income  from  employment: 
Gross  salary 
Deductions: 


Income  tax 

$  5,000 

Canada  pension 

301 

Unemployment  insurance 

461 

Union  dues 

150 

Registered  pension  plan: 

current  service 

500 

past  service 

1,000 

Net  salary 


$  30,000 


(7,412) 
$  22,588 


Mr.  Lee  has  a  business  loss  of  $20,000  from  his  sole  proprietorship  for  the  1983 
taxation  year. 

On  December  1,  1983,  Mr.  Lee  resigned  from  his  job  and  was  entitled  to  receive 
$50,000  from  the  Registered  Pension  Plan.  On  December  10,  1983,  he  transferred  the 
$50,000  to  a  Registered  Retirement  Savings  Plan  and  contributed  an  additional  $2,000 
to  the  new  plan. 

REQUIRED: 

Compute,  in  good  format,  Mr.  Lee’s  1983  minimum  income  for  income  tax  purposes  in 
accordance  with  Section  3  of  the  Income  Tax  Act. 
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Q.3 

(7)  (a)  Mr.  Up  has  provided  you  with  the  following  information  relating  to  his  real  estate 

rental  properties  for  1983: 

Classes  for  Capital  Cost  Allowance  Purposes 

3  3  6  6  31 

NRI(L)BCCA  $  6.000  ($1,000)  ($5,000)  $10,000  ($8,000) 


UCC* 

(At  January  1,  1983)  $70,000  $90,000  $55,000  $40,000  $90,000 

NOTES: 

NRI(L)BCCA:  Net  rental  income  (loss),  determined  in  accordance  with  the 
provisions  of  the  Act  and  Regulations,  before  deducting 
capital  cost  allowance. 

UCC:  Undepreciated  capital  cost. 

*  :  No  acquisitions  since  1980. 


REQUIRED: 

Determine  the  maximum  amount  of  capital  cost  allowance  that  Mr.  Up  could  claim  in 
respect  of  his  rental  properties  for  the  1983  taxation  year. 

(7)  (b)  Middle  Ltd.,  a  Canadian-controlled  private  corporation  with  a  December  31 

year-end,  has  paid  the  following  federal  income  tax  for  the  years  indicated: 


Taxation  Year 

Part  I  Tax 

*  Part  IV  Tax 

Total 

1981 

$  42.525 

$  30,000 

$  72,525 

1982 

67,800 

20,000 

87,800 

1983 

102,750 

70,000 

172,750 

Total 

$213,075 

$120,000 

$333,075 

*  Corporate  surtax  included:  1981, 

$2,025;  1982,  $1,800; 

1983,  $750. 

The  company  has  estimated  its  1984  federal  income  tax  payable  under  Part  I  to  be  in 
excess  of  $200,000.  The  company  has  always  claimed  small  business  deductions  in 
prior  years.  No  taxable  dividends  would  be  received  by  the  company  in  its  1984 
taxation  year. 

REQUIRED: 

Determine  the  minimum  instalment  amounts  and  the  latest  due  dates  for  federal 
income  tax  payable  by  Middle  Ltd.  for  its  1984  taxation  year. 
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35  Q.4  Mr.  Sung,  a  resident  of  Manitoba,  is  forty-five,  single  and  without  any  source  of 

income.  He  intends  to  commence  a  manufacturing  business  in  1983.  The  market  for 
the  products  will  be  in  Canada  only. 

Mr.  Sung  intends  to  incorporate  in  Manitoba  two  limited  companies  to  carry  out  the 
venture.  All  of  the  shares  of  Sung  Holdings  Ltd.  (SHL)  will  be  held  by  Mr.  Sung.  SHL 
will  in  turn  own  all  of  the  shares  of  Sung  Manufacturing  Ltd.  (SML),  thereby  making 
SML  a  wholly-owned  subsidiary  of  SHL. 

Mr.  Sung  estimates  that  SML  will  generate  income  for  income  tax  purposes  of 
$230,000  annually,  with  85%  of  it  being  manufacturing  profits  and  the  remaining  15% 
being  other  income  from  active  businesses  carried  on  in  Canada.  You  are  to  assume 
that  the  income  for  income  tax  purposes  of  SML  will  be  the  same  as  the  income 
computed  on  its  financial  statements. 

Both  SML  and  SHL  will  have  their  first  taxation  year  commencing  on  January  1 ,  1983 
and  ending  on  December  3 1 ,  1983 .  Mr.  Sung  expects  that  any  dividends  paid  by  SML 
to  SHL  will  immediately  be  paid  out  to  him. 

REQUIRED: 

(25)  (a)  Compute,  in  good  format,  the  1983  minimum  total  federal  income  tax  payable  by 

SML,  SHL  and  Mr.  Sung  on  the  assumption  that  all  estimated  after  tax  earnings  of 
SML  are  paid  as  a  dividend  to  SHL  on  December  31,  1983  and  that  these  funds  are 
paid  as  a  dividend  by  SHL  to  Mr.  Sung  on  the  same  day. 

(10)  (b)  Compute,  in  good  format,  the  1983  minimum  total  federal  income  tax  payable  by 

Mr.  Sung  on  the  assumption  that  he  carried  on  the  manufacturing  business  as  a 
sole  proprietor  rather  than  through  SML  and  SHL.  Assume  that  the  first  taxation 
year  of  the  sole  proprietorship  commenced  on  January  1,  1983  and  ended  on 
December  31,  1983. 


18  Q.5  The  following  data  relate  to  the  transactions  in  1983  of  Mr.  Bash: 

1983 

i)  February  15 

Acquired  5,000  shares  of  ABC  Ltd.,  a  public  taxable  Canadian  corporation,  at 
$5.00  per  share  and  brokerage  commission  of  $1,250. 

ii)  March  1 

Disposed  of  a  painting  for  $10,000  and  paid  a  commission  of  $1 ,000.  The  painting 
was  acquired  in  1967  for  $2,000.  It  was  determined  that  the  painting  was  worth 
$4,000  on  January  1,  1972. 

iii)  March  16 

Disposed  of  3,000  shares  of  ABC  Ltd.  for  $7.00  per  share.  Commission  of  $1 ,050 
was  paid. 

iv)  April  29 

Acquired  4.000  shares  of  ABC  Ltd.  for  $8.00  per  share  and  paid  a  commission  of 
$1,600. 

v)  May  16 

Disposed  of  2, 000  shares  of  ABC  Ltd.  for  $4.50  per  share  and  paid  a  commission  of 
$450. 


Continued . . . 
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vi)  September  5 

Sold  one  of  the  family  cars  to  his  brother-in-law  for  $2,000.  The  fair  market  value  at 
that  time  was  $5,000.  The  car  was  acquired  sometime  in  1981  for  $9,000. 

All  transactions,  with  the  exception  of  the  family  car,  were  made  at  arms'  length. 

Mr.  Bash  has  a  listed-personal-property  loss  of  $3,000  carried  forward  from  the 
1980  taxation  year.  In  addition,  he  has  a  net  capital  loss  of  $40,000  carried  forward 
from  the  1975  taxation  year.  Mr.  Bash  computes  his  capital  gains  using  the  median 
rule. 

REQUIRED: 

Determine  the  minimum  amount  that  Mr.  Bash  has  to  include  in  his  1983  income  for 
income  tax  purposes  with  respect  to  the  above  capital  transactions.  (Show  all  sup¬ 
porting  calculations.) 


10  Q.6  Johnson  Ltd.,  a  taxable  Canadian  private  corporation,  manufactures  furniture  for  sale 

in  Canada.  In  its  1983  taxation  year,  the  company  disposed  of  a  piece  of  real  property 
that  was  acquired  for  rental  purpose.  The  following  data  relate  to  the  sale  of  the 
property. 

Undepreciated  Capital 

Asset  Class  Capital  Cost  Cost  at  Beginning  of  Year 

Land  N/A  $  200,000  N/A 

Building  3  800,000  $600,000 

$1,000,000  $600,000 


The  proceeds  were  properly  allocated  as  follows: 

Land  $2,000,000 

Building  300,000 

$2,300.000 


The  only  other  building  that  the  company  owns  is  the  plant  building.  The  following 
data  relate  to  the  plant  building: 


Asset 

Class 

Capital  Cost 

Undepreciated  Capital 
Cost  at  Beginning  of  Year 

Land 

N/A 

$1,500,000 

N/A 

Building 

3 

1,000,000 

$  750,000 

Equipment 

8 

1,500,000 

600,000 

$4,000,000 

$1,350,000 

REQUIRED: 

Indicate  the  income  tax  implications  to  Johnson  Ltd.  with  respect  to  the  sale  of  the 
rental  property.  (Support  your  answer  with  calculations.) 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS*  ASSOCIATION  OF  CANADA 


INCOME  TAX  409  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

Most  students  did  not  perform  well  in  this  exam.  Some  problems  were  encountered 
in  the  precise  understanding  and  application  of  topics  covered  in  the  multiple 
choice  questions.  Up-to-date  knowledge,  covered  in  the  lesson  notes,  was 
not  adequately  demonstrated.  The  poor  overall  results  of  this  exam  may 
be  due  to  the  large  number  of  "repeaters"  and  the  short  time  frame  between 
exam  sessions. 


Specific 

Q.  1  (a)  The  problem  with  some  answers  was  the  June  year-ends. 


(b)  Quite  a  few  did  not  realize  that  the  $20,000  dividend  paid 
from  the  Capital  Dividend  Account  is  not  taxable;  and  that 
the  Part  IV  tax  on  dividend  from  connected  corporation  is 
calculated  by  reference  to  the  dividend  refund,  if  any,  to 
the  payer  corporation. 

(c)  Many  did  not  use  the  recent  amendment  with  respect  to  the 
definition  of  retirement  allowance  (Subsection  248(1)). 


Q.2  This  question  was  properly  handled.  However,  very  few  answers 

indicated  the  restriction  on  the  additional  R.R.S.P.  payment  ($2,000). 
That  is,  earned  income  was  not  computed. 

A  few  answers  did  not  indicate  the  tax  treatment  with  respect 
to  the  transfer  of  the  R.P.P.  payment  to  the  R.R.S.P.  The  question 
requires  good  format.  The  $50,000  should  be  included  as  income 
under  Subsection  3(a)  as  other  income,  and  the  same  amount  can 
be  deducted  from  income  under  Subsection  3(c),  and  Subsection 
60 ( j ) . 

Q.3  (a)  Some  did  not  know  of  the  existence  of  rental  loss  restriction 

with  respect  to  the  CCA  claim.  Few  included  the  net  rental 
(before  CCA)  of  Class  31  in  the  determination  of  the  amount 
of  CCA  that  could  be  claimed. 

(b)  Quite  a  few  students  just  copied  the  wordings  from  the  Act 
or  the  Master  Tax  Guide  without  applying  the  section  (157) 
with  respect  to  income  tax  instalments.  Many  did  not  enter 
the  correct  figures  for  the  instalments.  The  balance  of 
income  tax  payable  under  Part  I  was  widely  ignored.  No  comnents 
were  made  on  Part  IV  tax. 
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This  question  requires  a  professional  approach  in  the  organization 
of  responses,  and  many  students  performed  well  in  this  respect. 

(a)  There  was  no  problem  in  identifying  the  taxable  income. 
However,  the  following  errors  were  made: 

-  Some  students  computed  federal  tax  abatement  based  on  tax 
on  taxable  income,  instead  of  taxable  income  earned  in 
Provinces  of  Canada. 

-  Some  calculated  small  business  deduction  based  on  the  taxable 
income  ($230,000)  instead  of  on  the  annual  business  limit 
of  $200,000. 

-  MPPD  was  not  calculated  based  on  the  MPP. 

-  Many  did  not  compute  surtax. 

Part  II  tax  was  a  major  problem  in  this  question.  Many  did 
not  know  of  its  existence  (Section  181)  or  its  effective 
date.  The  preferred-earnings  amount  at  the  end  of  its  1982 
taxation  year  was  zero  (Subsection  181(3)). 

Some  students  did  not  observe  the  wording  of  the  question 
with  respect  to  the  paying  of  dividends  from  SML  to  SHL. 
As  such,  many  computed  Part  I  tax  payable  by  SHL.  Many  also 
computed  Part  IV  tax  payable.  Since  there  was  no  dividend 
refund  to  SML,  there  should  be  no  Part  IV  tax  payable. 

In  computing  the  taxable  income  of  Mr.  Sung,  many  deducted 
the  $1,000  investment  income  deduction,  which  is  not  applicable 
to  this  situation  because  Mr.  Sung  and  SHL  are  not  dealing 
at  arms  length.  (Subsection  110.1(5)). 

(b)  This  part  of  the  question  was  well  handled  by  most  students, 
and  marks  were  more  easily  obtained.  Few  used  the  corporate 
tax  rate  in  computing  the  tax  payable  on  income  from  the 
sole  proprietorship  of  Mr.  Sung. 

Q.5  Many  students  were  unable  to  identify  the  superficial  loss  with 

respect  to  the  May  16  transaction. 

Many  answers  mismatched  the  gain  and  the  L.P.P.  loss  from  prior 
year.  That  is,  the  1983  L.P.P.  gain  was  halved  and  deducted  by 
the  full  amount  of  the  L.P.P.  loss  from  1980. 

Some  students  did  not  appear  to  know  the  disallowance  of  capital 
loss  on  disposition  of  personal  use  property. 

Q.6  This  question  was  very  poorly  answered.  Many  answers  did  not 

indicate  the  existence  of  Subsection  13(21.1)  with  respect  to 
the  disallowance  of  terminal  loss  on  building.  Some  of  those 
who  knew  something  about  the  change,  did  not  apply  the  change. 

Some  marks  were  awarded  for  the  understanding  of  terminal  loss 
and  the  separate  classes  for  the  rental  building  and  the  plant 
building.  Some  students  indicated  that  there  could  be  capital 
loss  on  disposition  of  depreciable  property. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


INCOME  TAX  409  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Marks 

Time:  3  Hours 

15  Q.l 

(5) 

(a)  Answer  is  (iv). 

Paragraph  78(3  )(b)  requires  John  Stewart  to  include  the  bonus  on  the  first  day  of 
the  second  taxation  year  (July  1,  1983). 

(5) 

(b)  Answer  is  (iv). 

Part  IV  tax  is  payable  and  the  latest  date  of  payment  is: 

ABC  Ltd.  $60,000  -  $20,000  =  $40,000  taxable  dividends 
—  amount  subject  to  Part  IV  tax  is  the  dividend  refund 
$7,500  x  4 

$30,000 

EFG  Ltd. 

—  amount  subject  to  Part  IV  tax  is  the  amount  of 
taxable  dividends 

6,000 

HIJ  Ltd. 

—  amount  subject  to  Part  IV  tax  is  the  amount  of 
dividend  refund 

0 

Amount  subject  to  Part  IV  tax 

$36,000 

Part  IV  tax:  1/4  x  $36,000  = 

$  9,000 

Latest  date,  per  Subsection  186(1),  is  March  31,  1984. 


(5)  (c)  Answer  is  (iii). 

Subsection  248(1)  considers  the  $60,000  as  retiring  allowance  and  as  such  it  must 
be  included  in  Mr.  Right's  1983  income  in  accordance  with  Paragraph  56(l)(a)(ii). 

Termination  payment  provision  was  repealed,  effective  after  November  16,  1981 . 
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Q.2  RRSP  deductions: 


Subsection  60(j)  transfer 

Subsection  60(i)  additional  contribution:- 

$  50,000 

Earned  income: 

Gross  salary 

$  30,000 

Deductions: 

Employment  expense 

$  500 

Canada  pension 

301 

Unemployment  insurance 

461 

Union  dues 

150 

Registered  pension  plan 

1,500 

(2,912) 

Salary  and  wages 

27,088 

Registered  pension  plan  payment 

Canada  pension  and  registered  pension 

50,000 

plan  add-back 

Less: 

1,801 

78,889 

Business  loss 

(20,000) 

RRSP  transfer 

(50,000) 
$  8,889 

Subsection  60(i)  +  $1,500  =  Lesser  of  $3,500  and  20%  of 
earned  income 
=  20%  of  $8,889 
=  $1,778 

Subsection  60(i)  =  $1,778  —  $1,500 

=  $278 

Total  RRSP  deduction  under  Section  60  is: 

$50,000 

278 

(2)  $50,278 

Mr.  Lee’s  1983  minimum  income  for  income  tax  purposes: 
Section  3  (a)  Income  from: 


Employment 

$27,088 

Registered  pension  plan  payment 

50,000 

77,088 

(b) 

0 

77,088 

(c)  Subdivision  e  deductions: 

Registered  retirement  savings  plan 

(see  schedule) 

(50,278) 

26,810 

(d)  Business  loss 

(20,000) 

6,810 

(e) 

0 

Income  for  income  tax  purposes 

$  6,810 
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Q.3  (a)  Net  rental  income  before  capital  cost  allowance: 


$  6,000 
10.000 
16,000 

(6,000) 

$10,000 

(4)  Maximum  capital  cost  allowance  that  Mr.  Up  can  claim  with  respect  to  the  above 
rental  properties,  defined  under  Regulation  1 100(14),  is  restricted  to  $10,000  in  accor¬ 
dance  with  the  provision  of  Regulation  1 100(1 1). 

There  is  sufficient  undepreciated  capital  cost  in  those  classes  that  Mr.  Up  can  claim 
the  $10,000  from  either  class  3  or  class  6,  or  both. 

(3)  In  addition,  Mr.  Up  can  claim  capital  cost  allowance  of  $4,500  on  the  class  31  even 
though  there  was  a  net  rental  loss  before  capital  cost  allowance  because  class  31  is  not 
considered  as  rental  property. 

Therefore,  maximum  capital  cost  allowance  that  Mr.  Up  can  claim  in  1983  with 
respect  to  the  real  estate  is  $14,500  ($10,000  +  $4,500). 

(b)  In  accordance  with  the  provisions  of  Section  157  of  the  Act: 

Regulation  5301: 

First  instalment  base  —  $102,000 

(net  of  corporate  surtax) 

Second  instalment  base  —  $  66,000 

(net  of  corporate  surtax) 


Class  3 
Class  6 

Class  3  $1,000 

Class  6  5,000 


Amount 

Latest  Date 

$  5,500* 

January  31,  1984 

5,500 

February  29,  1984 

9,100** 

March  31,  1984 

9,100 

April  30,  1984 

9,100 

May  31,  1984 

9,100 

June  30,  1984 

9,100 

July  31,  1984 

9,100 

August  31,  1984 

9,100 

September  30,  1984 

9,100 

October  31,  1984 

9,100 

November  30,  1984 

9,100 

December  31,  1984 

98,000*** 

March  31,  1985 

NOTES:  *  $66,000/12  =  $5,500 

**  [$102,000  -  ($5,500  x  2)]  /  10  =  $9,100 
(5)  ***  $200,000  (or  more)  -  $11,000  -  $91,000  =  $98,000 

(2)  No  Part  IV  tax  is  payable  as  no  taxable  dividends  were  received. 
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35  Q.4  (a)  Sung  Manufacturing  Ltd.  (SML) 


—  SML  is  a  Canadian-controlled  private  corporation  and.  therefore,  it  is 
entitled  to  small  business  deduction. 


—  First  taxation  year  ended  on  December  31,  1983. 


—  Income  for  income  tax  purposes 

$230,000 

Division  C  deductions 

(0) 

(1) 

Taxable  income 

—  Manufacturing  profits: 

$230,000 

(1) 

$230,000  x  85% 

—  Tax  computation: 

Part  I  tax: 

$195,500 

(1) 

$230,000  x  46% 

Less: 

Federal  tax  abatement: 

$105,800 

(1) 

$230,000  x  10% 

Small  business  deduction: 

21%  of  least  of 
$  230,000 
$  230,000 
$  200,000 
$1,000,000  -  0 

(23,000) 

(2) 

21%  x  $200,000 

MPPD: 

(42,000) 

(1) 

$195,500  x  5% 

(9,775) 

31,025 

(3) 

Corporate  surtax: 

{$31,025  -  [($200,000  x  15%)  - 

($195,500  x  5%)]}  x  214% 

270 

Part  I  tax  payable 

$  31,295 

—  Income 

$230,000 

Less  income  tax  payable 

(31.295) 

Estimated  after  tax  eamings 

$198,705 

—  SML  would  have  to  pay  a  Part  If  tax  (distribution  tax) 
when  it  pays  dividends  to  SHL. 

Part  II  tax  payable: 

—  Preferred  earnings  amount  (PEA)  of  SML  is: 

$0  +  (3/4  x  $200,000)  =  $150,000 

1/9  of  PEA  =  1/9  x  $150,000  =  $16,667 
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(6) 


—  Let  x  =  taxable  dividends  paid  by  SML 
,-.x  +  12.5%  x  =  $198,705 
x(l  +  0.125)  =  $198,705 
x  =  $198,705 
1 . 125 


=  $176,627 


—  Part  II  tax  is  the  lesser  of 

$176,625  x  12.5%  =  $22,078 

1/9  of  PEA  =  16,667  =  $16,667 

—  Therefore  the  after  tax  earnings  is 

$230,000  -  $31,295  -  $16,667  =  $182,038 

—  Payment  of  dividend  of  $182,038  to  SHL  will 
trigger  a  Part  II  tax  of  $16,667. 

—  Therefore.  SML  will  pay  SHL  a  dividend  of 
$182,038  instead  of  $176,627. 

—  SML's  federal  income  tax  payable: 

Part  I  tax  $31,295 

Part  II  tax  16,667 

$47,962 

Sung  Holdings  Ltd.  (SHL) 

—  Income  for  tax  purposes 

Taxable  dividends  from  SML 
Division  C  deductions: 

Taxable  dividends 
Taxable  income 

—  No  Part  I  tax  payable. 

—  No  Part  IV  tax  payable  as  SML,  a 
controlled  corporation,  has  no  dividend 
refund  upon  payment  of  taxable  dividends 
to  its  shareholder,  SHL. 

—  SHL's  federal  income  tax  payable: 

Part  1  tax  $ 

Part  IV  tax 

$ 


$182,038 

(182,038) 

0 


Continued . . . 
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(4) 


—  SHL  would  have  paid  $182,038  taxable  dividends 
to  Mr.  Sung  on  December  31,  1983. 

Mr.  Sung 


$182,038 

91,019 

273,057* 


—  Income: 

Taxable  dividends  received 
Add:  gross  up 


*  This  amount  should  be  reduced  by  the  required  contribution  to  the  Canada  Pension 
Plan  for  self-employed  earnings. 

Income 

Division  C  deductions: 


Personal  exemption 

$3,770 

Investment  income  deduction 

0 

(non-arms'  length) 

Standard  medical 

100 

(3,870) 

Taxable  income 

$269,187 

Tax  computation: 

$269,187 

(56,592) 

$  14,030 

$212,595  x  34% 

72,282 

86,312 

Federal  dividend  tax  credit: 

$91,019  x  68% 

(61,893) 

24,419 

Federal  tax  reduction 

(200) 

Federal  income  tax  payable 

$  24,219 

Continued. . . 
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—  Total  tax  payable: 


SML  $  47,962 

SHL  _ 

Mr.  Sung  24,219 

Total  federal  income  tax  payable  $  72,181 


(b)  Sole  Proprietorship 


(2)  —  Year  ended  on  December  31,  1983,  and  income  must  be  included  in  Mr.  Sung’s 

1983  income. 


(1) 


(3) 


—  No  distinction  between  manufacturing  profit  and  other  income  is  needed  as 
individual  is  not  entitled  to  MPPD. 


—  Income  from  business 
Division  C  deductions: 
Personal  exemption 
Standard  medical 


$230,000 

$3,770 

_ 100  (3,870) 


Taxable  income 


$226,130 


Tax  computation: 

$226,130 

(56,592)  $  14,030 

$169,538  x  34%  57,643 

71,673 

Federal  tax  reduction  (200) 


(4)  Federal  income  tax  payable  $71,473 


NOTE:  The  federal  income  tax  payable  under  both  alternatives  is  almost  identical- 
$72,181  and  $71,473. 


Continued . . . 
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18 


Q.5 


-  ARC  l  td,  transactions: 


(5) 


(3) 


(4) 


i) 

5,000  x  $5.00  = 

$25,000 

Commission 

1,250 

$26,250  ($5. 25/share) 

iii) 

3.000  x  $7.00  = 

$21,000 

ACB:  3,000  x  $5.25 

=  (15,750) 

Selling  expense 

(1,050) 

Capital  gain 

$  4,200 

Taxable  capital  gain 

$  2,100 

iv) 

4,000  x  $8.00  = 

$32,000 

Commission 

1,600 

$33,600 

5,000  -  3,000  +  4,000  =  $6,000 

26,250  -  15,750  +  33,600  =  $44,100 

$44,100  6,000 

$7.35  per  share 

v) 

2,000  x  $4.50  = 

$  9,000 

ACB:  2,000  x  $7.35 

=  (14,700) 

Commission 

(450) 

Capital  loss 

($  6,150) 

This  is  a  superficial  loss  because  these  shares  were  acquired  within  30  days 

before  disposition. 

.  ■.  Mr.  Bash,  at  the  end  of  the  year,  has  4,000  (6,000  -  2,000)  shares  with  an 

ACB  of  ($44,100 

-  $14,700  +  $6,150)  =  $35,550 

i.e.,  $8.8875  per  share 

ii) 

Painting  transaction: 

Proceeds 

$10,000 

ACB  (median  rule) 

$  4,000 

Commission 

1,000 

(5,000) 

LPP  gain 

5,000 

Less  LPP  loss  carried  forward 

(3,000) 

LPP  net  gain 

$  2,000 

Taxable  net  gain 

$  1,000 

(3)  vi)  There  is  a  capital  loss  on  disposition  of  the  family  car. 

However,  capital  loss  on  personal  use  property  is  not  allowed. 

(2)  The  net  capital  loss  carried  forward  cannot  be  utilized  in  computing  income 

because  it  can  only  be  used  to  compute  taxable  income. 

Therefore,  the  minimum  amount  that  Mr.  Bash  must  include  in  his  1983  income 

is: 


Taxable  capital  gains: 

ABC  Ltd.  $  2-100 


(I)  Taxable  net  gains 


1 ,000 
$  3,100 
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Q.6  Johnson  Ltd. 

(2)  —The  rental  building  and  the  plant  building  belong  to  two  separate 

class  3  because  of  the  different  uses.  Regulation  1101(1) 

—  Tax  implications  with  respect  to  sale  of  rental  property: 


Undepreciated  capital  cost 
Proceeds  (a) 

(2)  Terminal  loss 
Capital  cost 
Proceeds  (b) 

Capital  gain 

(2)  Taxable  capital  gain  is 


Land  Building 

0  $  600,000 
(600,000) 
$ _ 0 

$200,000 

(1,700,000) 

$1,500,000 

$  750,000 


(a) 


Proceeds  of  building  is  determined  under  Subparagraphs  13(21.  l)(a)(i)  and  (ii): 
lesser  of 

i)  proceeds  of  building  and  land:  $2,300,000 

exceeds  lesser  of 

—  cost  amount  of  land:  $200,000 

-  FMV  of  land  $2,000,000  (200,000)  $2,100,000 


ii)  the  greater  of 

FMV  of  building  $300,000 

Cost  amount  of  building  $600,000  $  600,000 


(2)  Lesser  amount  $  600,000 


(b)  Proceeds  of  land  is  determined  under  Subparagraphs  13(2 1 . 1  )(a)(iii)  and  (iv): 
proceeds  of  building  and  land  $2,300,000 

exceeds 

proceeds  of  building  as  determined 

(2)  under  Subparagraphs  13(21  .l)(a)(i)  and  (ii)  (600,000) 

$1,700,000 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOVNTANTS’  ASSOCIATION  OF  CANADA 


AUDITING  417  EXAMINATION 
December.  1983 


Marks 


Time:  3  Hours 


II 


12 


Q.l  The  standard  short  form  unqualified  audit  report  contains  several  important  phrases. 
Listed  below  are  three  such  phrases  together  with  a  possible  alternative  wording: 


Current  Wording 

(5)  (a)  “In  our  opinion,  the 

financial  statements 
present  fairly  ” 

(3)  (b)  “Our  examination  was 

made  in  accordance  with 
generally  accepted  auditing 
standards  ” 

(3)  (c)  “In  conformity  with  generally 

accepted  accounting  principles  ” 


REQUIRED: 


Alternative  Wording 

“We  certify  that  the 
financial  statements  are 
accurately  prepared.” 

“Our  examination  included 
all  generally  applied 
auditing  procedures.” 

“In  conformity  with 
accounting  principles 
which  we  considered  most 
appropriate  in  the  circumstances.” 


Explain  why  the  current  wording  of  each  phrase  is  used  rather  than  the  alternative 
wording  provided. 

Q.2  You  are  a  CGA  engaged  in  an  examination  of  the  financial  statements  of  APT  Ltd.  for 
the  year  ended  December  31,  1982.  APT  is  a  publicly  held  company  whose  shares  are 
traded  on  the  Montreal  exchange  and  this  is  your  firm's first  audit  of  APT.  The  company 
was  incorporated  in  1975. 


The  shareholders’  equity  section  of  APT’S  comparative  balance  sheet  follows: 


December  31.  1981  December  31,  1982 


Capital  stock  —  10.000 
shares  of  $10  par  value 
authorized;  8,000  shares 


issued  and  outstanding 

$  80,000 

$  80,000 

Capital  contributed  in 

excess  of  par  value 

78,325 

78,325 

Retained  earnings 

264, 1 1 7 

301,492 

Total  shareholders’  equity 

$422,442 

$459,817 

APT  Ltd.  uses  the  services  of  a  registrar  and  a  transfer  agent. 


REQUIRED: 

(9)  (a)  Prepare  an  audit  program  for  the  three  accounts  comprising  the  shareholders  equity 

section  of  APT  Ltd.’s  balance  sheet.  Do  nofinclude  procedures  for  the  verification  of 
the  results  of  operations  for  1982. 

(3)  (b)  After  reading  your  audit  program,  your  assistant  argues  that,  when  all  other  balance 

sheet  accounts  at  December  31,  1982  have  been  audited,  retained  earnings  is  just  a 
“plugged”  number.  Therefore,  it  is  not  necessary  to  audit  the  retained  earnings 
account  itself.  How  would  you  respond  to  this  argument? 
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Q.3  Generally  accepted  auditing  standards  require  that  an  auditor  perform  a  proper  study 
and  evaluation  of  internal  control  as  part  of  the  audit  fieldwork.  Further,  internal 
control  is  generally  divided  into  accounting  controls  and  administrative  controls. 

REQUIRED: 

(4)  (a)  What  is  the  distinction  between  accounting  controls  and  administrative  controls  and 

what  is  the  external  auditor’s  responsibility  with  respect  to  each  type  of  control? 

(3)  (b)  An  important  factor  in  internal  control  is  the  plan  of  organization.  What  are  the  key 

aspects  of  an  organizational  plan  to  achieve  good  internal  control? 

(5)  (c)  Describe  ihtfive  basic  steps  in  an  auditor’s  study  and  evaluation  of  internal  control. 


17  Q.4  Wearwell  Ltd.,  a  small  publicly  held  company,  is  audited  by  the  CGA  firm  of  Arnold, 

Schlotz  &  Co.  Schlotz,  the  senior  partner,  maintains  a  close  working  relationship  with  his 
client.  He  is  a  member  of  the  Board  of  Directors  and  his  advice  on  operating  and  financial 
matters  is  highly  valued. 

During  the  audit  for  the  year  ended  December  31,1 982,  the  senior  auditor  in  charge  of  the 
fieldwork,  noted  that  the  results  of  operations  of  the  company  were  excellent,  despite  the 
serious  economic  recession.  After  performing  some  analytic  review  procedures,  he 
concluded  it  was  possible  that  the  company  had  improperly  recorded  a  number  of 
January,  1983  sales  as  December  transactions.  He  discussed  the  situation  with  the 
company’s  internal  auditor,  a  former  accounts  payable  clerk,  who  said  that  he  had 
reviewed  the  sales  cutoff  and  had  found  everything  in  order.  Relying  on  the  internal 
auditor’s  work,  the  senior  auditor  wrote  a  memorandum  for  the  workpapers,  but 
performed  no  additional  follow-up  in  order  to  remain  within  the  time  budget  which 
Schlotz  had  allowed  for  the  audit. 

Near  the  completion  of  the  fieldwork,  Schlotz  visited  the  client’s  offices,  had  lunch  and  a 
few  cocktails  with  the  Treasurer,  and  did  a  cursory  review  of  the  workpapers.  On 
February  17,  1983,  Schlotz  issued  an  unqualified  opinion  on  the  Wearwell  financial 
statements. 


REQUIRED: 

(3)  (a)  Was  Schlotz’s  behavior  in  this  situation  ethical?  Discuss. 

(2)  (b)  Is  Schlotz’s  audit  report  appropriate?  Explain. 

(5)  (c)  Was  the  senior  auditor’s  reliance  upon  the  internal  auditorjustified?  What  should  the 

senior  auditor  have  done?  Discuss. 

(7)  (d)  Prepare  an  audit  program  to  test  the  cutoff  of  sales  at  December  31,  1982,  for  this 

case. 


E4I7D8.1 


Page  268 


Page  2  of  7 


Q.5  The  Burrard  Company's  internal  control  over  cash  transactions  is  poor.  The  cashier 
handles  all  incoming  cash,  prepares  the  bank  deposit,  and  is  also  custodian  of  the  petty 
cash  fund. 

In  November  1982,  you  agreed  to  audit  the  financial  statements  for  the  calendar  year 
1982.  This  will  be  the  Company’s  first  audit.  In  discussing  the  engagement,  the  owner 
mentioned  that  the  cashier  is  a  trusted  employee  who  has  been  with  the  company  a  long 
time. 


The  Company  maintains  two  bank  accounts,  for  which  the  cashier  has  prepared  the 
following  reconciliations  as  of  December  31,1982: 


Balance  per  bank 

Less  outstanding 
cheques: 

No.  50 
No.  12057 
No.  12060 

Deposit  in  transit 
Balance  per  books 

REQUIRED: 


Account  at 
Merchant's  Bank 


Account  at 
King's  Bank 


$2,000 

972 

3,114 


$15,427 


6,086 

$  9,341 
8,265 
$17,606 


$  9,003 


$  9,003 


(12)  (a)  Prepare  an  audit  program  for  the  cash  in  the  bank  at  year-end  (ignore  petty  cash).  For 

each  step  in  the  program  explain  why  each  procedure  is  necessary  and  what 
specifically  you  would  be  looking  for  in  performing  the  procedure. 

(6)  (b)  The  owner  would  like  to  improve  internal  control  over  cash  but  cannot  afford  to  hire 

more  employees  nor  assign  any  significant  part  of  the  cashier’s  duties  to  other 
employees.  What  recommendations  would  you  make  in  this  case? 
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Q.6  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answers  must  be  given  in 
your  examination  booklet.  Select  only  one  answer  for  each  item.  If  more  than  one  answer 
is  given,  that  item  will  not  be  marked.  Marks  will  not  be  deducted  for  wrong  answers,  and 
no  account  will  be  taken  of  any  explanation  you  offer. 

NOTE:  I  Zi  marks  each. 

(a)  Which  of  the  following  activities  would  be  least  likely  to  strengthen  a  company’s 
internal  control? 

i)  Separating  accounting  from  other  business  operations. 

ii)  Maintaining  insurance  for  fire  and  theft. 

iii)  Fixing  responsibility  for  the  performance  of  employee  duties. 

iv)  Carefully  selecting  and  training  employees. 

(b)  Purchase  cutoff  procedures  should  be  designed  to  test  that  merchandise  is  included  in 
the  inventory  of  the  client  company,  if  the  company: 

i)  has  paid  for  the  merchandise. 

ii)  has  physical  possession  of  the  merchandise. 

iii)  holds  legal  title  to  the  merchandise. 

iv)  holds  the  shipping  documents  for  the  merchandise  issued  in  the  company’s  name. 

(c)  Russo,  CGA,  succeeded  Brown,  CGA,  as  auditor  of  Sunshine  Corporation  for  the 
calendar  year  19XX.  Brown  had  issued  an  unqualified  report  for  the  previous 
calendar  year.  What  must  Russo  do  to  establish  the  basis  for  expressing  his  opinion 
on  the  financial  statements  with  regard  to  opening  balances? 

i)  Russo  must  apply  appropriate  auditing  procedures  to  all  account  balances  at  the 
beginning  of  the  period  to  satisfy  himself  that  they  are  properly  stated,  and 
may  not  rely  on  any  work  done  by  Brown. 

ii)  Russo  may  review  Brown’s  workpapers  and  thereby  reduce  the  scope  of  audit 
tests  he  would  otherwise  have  to  do. 

iii)  Russo  may  rely  completely  (that  is.  perform  no  audit  procedures)  on  the  prior 
year’s  financial  statements  since  an  unqualified  opinion  was  issued, but  should  not 
make  reference  in  his  report  to  Brown’s  report. 

iv)  Russo  may  rely  on  the  prior  year’s  financial  statements  since  an  unqualified 
opinion  was  issued,  but  must  refer  in  a  middle  paragraph  of  his  report  to  Brown’s 
report  of  the  prior  year. 

(d)  In  general,  a  material  weakness  in  internal  control  may  be  defined  as  a  condition  in 
which  material  errors  or  irregularities  would  ordinarily  not  be  detected  within  a 
timely  period  by: 

i)  an  auditor  during  the  normal  study  and  evaluation  of  the  system  of  internal 
control. 

ii)  a  controller  when  reviewing  the  work  of  his  subordinates. 

iii)  employees  in  the  normal  course  of  performing  their  assigned  functions. 

iv)  the  chief  financial  officer  when  reviewing  interim  financial  statements. 


Continued  .  .  . 
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(e)  Which  of  the  following  is  an  effective  internal  accounting  control  measure  that 

encourages  receiving  department  personnel  to  count  and  inspect  all  merchandise 

received? 

i)  Quantities  ordered  are  excluded  from  the  receiving  department  copy  of  the 
purchase  order. 

ii)  V ouchers  are  prepared  by  accounts  payable  department  personnel  only  after  they 
match  item  counts  on  the  receiving  report  with  the  purchase  order. 

iii)  Receiving  department  personnel  are  expected  to  match  and  reconcile  the 
receiving  report  with  the  purchase  order. 

iv)  Internal  auditors  periodically  examine,  on  a  surprise  basis,  the  receiving  reports. 

(f)  As  part  of  an  audit,  a  CGA  often  requests  a  representation  letter  from  his  client. 

Which  of  the  following  is  not  a  valid  purpose  of  such  a  letter? 

i)  To  emphasize  to  the  client  his  primary  responsibility  for  the  correctness  of  the 
financial  statements. 

ii)  To  provide  possible  protection  to  the  CGA  against  a  charge  of  knowledge  incases 
where  the  financial  statements  are  subsequently  discovered  to  have  been 
fraudulent. 

iii)  To  satisfy  himself  in  situations  where  customary  audit  procedures  have  not  been 
performed. 

iv)  To  summarize  and  confirm  in  writing  management  representations  typically 
made  orally  during  the  course  of  the  audit. 

(g)  Which  of  the  following  is  not  a  valid  concept  of  internal  control? 

i)  In  cases  where  a  person  is  responsible  for  all  phases  of  a  transaction  there  should 
be  a  clear  designation  of  that  person's  responsibility. 

ii)  The  recorded  accountability  for  assets  should  be  compared  with  the  existing 
assets  at  reasonable  intervals  and  appropriate  action  should  be  taken  if  there  are 
differences. 

iii)  Accounting  control  procedures  may  appropriately  be  applied  on  a  test  basis  in 
some  circumstances. 

iv)  Procedures  designed  to  detect  errors  and  irregularities  should  be  performed  by 
persons  other  than  those  who  are  in  a  position  to  perpetrate  them. 

(h)  The  most  reliable  type  of  documentary  audit  evidence  that  an  auditor  can  obtain  is: 

i)  confirmations  received  directly  from  third  parties. 

ii)  documentary  evidence  calculated  by  the  auditor  from  company  records. 

iii)  physical  examination  by  the  auditor. 

iv)  internal  documents. 

(i)  Which  of  the  following  is  an  effective  audit  planning  and  control  procedure  that  helps 

prevent  misunderstanding  and  inefficient  use  of  audit  personnel? 

i)  Arrange  to  make  copies,  for  inclusion  in  the  working  papers,  of  those  client 
supporting  documents  examined  by  the  auditor. 

ii)  Arrange  to  provide  the  client  with  copies  of  the  audit  programs  to  be  used  during 
the  audit. 

iii)  Arrange  a  preliminary  conterence  with  the  client  to  discuss  audit  objectives,  fees, 
timing  and  other  information. 

iv)  Arrange  to  have  the  auditor  prepare  and  post  any  necessary  adjusting  or 
reclassification  entries  prior  to  final  closing. 

Continued  .  .  . 
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(j)  In  a  company  whose  materials  and  supplies  include  a  great  number  of  items,  a 
fundamental  deficiency  in  control  requirements  would  be  indicated  if: 

i)  perpetual  inventory  records  were  not  maintained  for  items  of  small  value. 

ii)  the  storekeeping  function  were  to  be  combined  with  production  and 
recordkeeping. 

iii)  the  cycle  basis  for  physical  inventory  taking  were  to  be  used. 

iv)  minor  supply  items  were  expensed  when  purchased. 

(k)  A  CGA  observes  his  client’s  physical  inventory  count  on  December  31.  1982.  There 
are  eight  inventory  taking  teams,  and  a  tag  system  is  used.  The  CGA’s  observation 
normally  may  be  expected  to  detect  which  of  the  following  inventory  errors? 

i)  A  large  error  is  made  in  counting  one  item. 

ii)  Some  of  the  items  in  inventory  are  being  held  on  consignment. 

iii)  The  inventory  omits  items  on  consignment  to  wholesalers. 

iv)  One  of  the  inventory  count  teams  made  only  rough  estimates  of  quantities  on 
hand. 

(l)  The  audit  step  most  likely  to  reveal  the  existence  of  contingent  liabilities  is: 

i)  a  review  of  vouchers  paid  during  the  month  following  the  year-end. 

ii)  accounts  payable  confirmations. 

iii)  an  inquiry  directed  to  legal  counsel. 

iv)  confirmation  of  a  bond  indenture  agreement. 

(m)  Three  months  after  the  date  of  his  report,  a  CGA  becomes  aware  of  facts  that  existed 
at  the  date  of  his  report  which  affect  the  reliability  of  the  financial  statements  of  a 
client  whose  securities  are  widely  held.  Upon  learning  this,  the  CGA  should 
immediately  notify: 

i)  the  management  of  the  company. 

ii)  all  shareholders. 

iii)  shareholders  and  the  financial  press. 

iv)  regulatory  agencies  having  jurisdiction  over  the  client. 

(n)  Assuming  that  none  of  the  following  have  been  disclosed  in  the  financial  statements, 
the  most  appropriate  item  for  footnote  disclosure  is  the: 

i)  collection  of  all  receivables  subsequent  to  year-end. 

ii)  revision  of  an  employees’  pension  plan. 

iii)  retirement  of  the  president  of  the  company  and  election  of  a  new  president. 

iv)  material  decrease  in  the  advertising  budget  for  the  coming  year  and  its 
anticipated  effect  upon  net  income. 

(o)  The  date  of  the  CGA’s  opinion  on  the  financial  statements  of  his  client  should  be  the 
date  of: 

i)  closing  of  the  client's  books. 

ii)  receipt  of  the  letter  of  representation  from  the  client. 

iii)  submittal  of  the  report  to  the  client. 

iv)  completion  of  all  important  audit  procedures. 
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(p)  From  the  standpoint  of  good  internal  control,  the  distribution  of  payroll  cheques  to 
employees  is  best  done  by  : 

i)  the  timekeeper. 

ii)  the  Personnel  Director. 

iii)  the  employees’  immediate  supervisor  who  approves  the  timecards. 

iv)  a  member  of  the  Controller’s  department. 

(q)  Which  of  the  following  is  most  likely  to  be  a  substantive  test? 

i)  Tests  of  additions  to  plant  and  equipment  by  physical  inspection. 

ii)  Tests  of  signatures  on  cancelled  cheques  to  Board  of  Directors’ authorizations. 

iii)  Comparison  of  a  random  sample  of  paid  invoices  to  receiving  reports. 

iv)  Tests  of  purchase  requisitions  for  proper  approval. 

(r)  When  an  auditor  issues  a  qualified  opinion  because  of  an  uncertainty,  the  reader  of 
the  auditor’s  report  should  conclude  that: 

i)  the  auditor  was  not  able  to  form  an  opinion  on  the  financial  statements  taken  as  a 
whole. 

ii)  the  event  giving  rise  to  the  uncertainty  occurred  after  the  balance  sheet  date  but 
prior  to  the  audit  report  date. 

iii)  informative  disclosure  is  considered  by  the  auditor  to  be  inadequate. 

iv)  the  company  is  not  a  “going  concern". 

(s)  A  CGA  will  issue  an  adverse  opinion  if: 

i)  the  scope  of  his  examination  is  limited  by  his  client. 

ii)  his  exception  to  fairness  of  presentation  is  so  material  that  an  “except  for” 
opinion  is  not  justified. 

iii)  such  major  uncertainties  exist  that  the  company  can  no  longer  be  regarded  as  a 
“going  concern”. 

iv)  he  is  unable  to  form  an  opinion  on  the  financial  statements  taken  as  a  whole. 

(t)  An  engagement  letter: 

i)  should  only  be  obtained  if  an  auditor  has  not  previously  examined  the  client’s 
financial  statements. 

ii)  does  not  affect  the  auditor’s  responsibilities  to  external  users  of  financial 
statements. 

iii)  is  obtained  from  the  client  at  the  conclusion  of  an  audit. 

iv)  describes  the  procedures  an  auditor  will  perform  during  an  audit. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  417  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 


The  results  on  this  exam  were  not  very  good.  Students  who  had 
problems  seemed  to  have  difficulty  throughout  the  exam.  Vague  and 
incomplete  answers  were  common. 


Specific 


Q.l 


Q.2 


Q.3 


Q .  4 


Q.5 


Q .  6 


Generally,  this  question  was  not  well  done.  Many  students 
did  not  seem  to  understand  that  mechanical  accuracy  does 
not  imply  that  financial  statements  are  fairly  presented 
(part  (a)).  Also,  most  students  did  not  seem  to  appreciate 
that  a  company's  management  chooses  a  specific  GAAP  from 
the  available  set.  Students  seemed  to  think  that  what  a 
company  needs  to  do  is  just  follow  the  CICA  Handbook 
(i.e.,  there  are  no  choices). 

Students  either  did  quite  well  or  quite  poorly  on  this 
question.  Comments  and  procedures  were  often  too  vague. 
Also  students  often  did  not  list  enough  valid  points  (in 
part  (a))  to  obtain  full  marks.  Part  (b)  was  poorly 
answered  by  the  vast  majority  of  students  who  did  not  seem 
to  understand  how  or  why  retained  earnings  are  audited. 

Students  did  well  or  poorly  on  this  question,  which  was 
quite  straightforward.  In  part  (b),  students  often  listed 
that  the  plan  of  organization  involved  division  of  duties, 
but  did  not  explain  how  duties  should  be  divided.  A  sur¬ 
prising  number  of  students  had  trouble  with  part  (c) 
simply  not  knowing  the  basic  steps  in  the  review  and  eval¬ 
uation  of  internal  control. 

Most  students  did  well  in  part  (a),  but  a  large  number  did 
not  realize  that  Schlotz  was  in  no  position  to  render  an 
opinion  since  he  was  clearly  not  independent.  In  part  (c), 
many  students  jumped  to  the  conclusion  that  because  the 
internal  auditor  was  a  former  accounts  payable  clerk,  he 
must  be  incompetent!  In  general,  students  did  not  seem  to 
realize  that  the  internal  auditor  is  part  of  the  internal 
control  system.  Part  (d)  was  generally  handled  reasonably 
well . 


Many  students  had  substantial  difficulty  with  part  (a), 
the  audit  of  cash.  A  common  problem  was  failure  to  focus 
on  the  key  audit  procedures  (confirmation,  cut-off  bank 
statement,  etc.).  Also,  some  students  wasted  time  listing 
compliance  tests!  In  general,  part  (b)  was  answered  well. 


Overall , 
however : 
Question 
Question 
Question 


students  did  well  on  the 

(t)  was  frequently  answered  4, 
(r)  was  frequently  answered  1, 
(q)  was  frequently  answered  3, 


multiple  choice, 

rather  than  2 
rather  than  3 
rather  than  1. 
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11  Q.l 
(1) 

(1) 


(3) 


(3) 


(3) 


12  Q.2 

(1) 

(2) 

(1) 

(1) 

(2) 

(1) 

(1) 

(3) 


AUDITING  417  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 

Time:  3  Hours 


(a)  i)  The  audit  report  is  an  expression  of  professional  judgment,  not  a  guarantee. 

ii)  The  term  “present  fairly"  recognizes  that,  because  an  audit  report  is  based  on 
sample  evidence,  immaterial  errors  may  well  exist. 

tii)  The  term  “present  fairly"  implies  that  the  financialstatements  are  not  misleading; 
GAAP  have  been  used  and  informative  disclosure  is  adequate.  The  term 
“accurately  prepared”  suggests  only  mechanical  correctness. 

(b)  Auditing  standards  are  not  the  same  as  auditing  procedures.  GAAS  are  criteria  for 
judging  the  quality  of  an  audit.  They  are  basic  principles  governing  the  nature  and 
extent  of  an  investigation.  Auditing  procedures,  on  the  other  hand,  are  specific 
actions  performed  during  an  audit.  GAAS  apply  to  every  audit,  whereas  procedures 
will  vary  with  the  circumstances. 

(c)  The  financial  statements  are  the  representations  of  the  management  of  a  company. 
Management  chooses  specific  accounting  methods  from  the  set  of  available  GAAP. 
An  auditor  verifies  that  GAAP  have  been  used  but,  where  alternatives  exist,  does  not 
choose  a  method  or  state  that  a  particular  method  is  “best”  in  any  sense. 


(a)  i)  Study  and  evaluate  the  internal  controls  over  capital  stock  transactions. 

ii)  Review  articles  of  incorporation,  by-laws  and  minutes  of  directors’  and 
shareholders’  meetings  from  the  company’s  inception  to  date.  Retain  copies  of  key 
documents  in  a  permanent  file. 

iii)  Prepare  an  analysis  of  each  of  the  three  stockholders’  equity  accounts  from  the 
company’s  inception  to  date. 

iv)  Account  for  all  proceeds  from  stock  issues  and  determine  the  propriety  of  the 
allocation  between  the  capital  stock  account  and  contributed  surplus. 

v)  Confirm  the  number  of  shares  issued  and  outstanding  at  December31,  1981,  and 
at  December  31.  1982,  directly  with  the  stock  registrar  and  the  transfer  agent. 

vi)  Verify  the  amounts  of  any  prior  period  adjustments  and  dividends  charged  to 
retained  earnings  since  the  inception  of  the  company  to  date. 

vii)  Determine  if  there  are  any  legal  or  contractual  restrictions  on  retained  earnings 
available  for  dividends  and  that  such  restrictions  have  not  been  violated. 
Consider  the  need  for  disclosure  of  any  restrictions  in  the  financial  statements. 

(b)  Since,  by  definition,  assets  equal  equities,  when  all  other  balance  sheet  accounts  have 
been  audited  and  are  deemed  fairly  stated,  the  balance  in  retained  earnings  must  also 
be  fairly  stated.  However,  an  auditor  examines  the  transactions  in  retained  earnings 
precisely  to  help  verify  other  balance  sheet  accounts,  because  it  is  efficient  to  do  so. 
For  example,  an  error  in  the  payment  of  a  cash  dividend  is  far  more  likely  to  be 
detected  during  the  audit  of  retained  earnings  than  in  the  cash  audit.  The  credit  side  of 
the  transaction  will  be  one  ol  few  entries  in  retained  earnings  whereas  there  are 
typically  a  very  large  number  of  entries  to  cash. 
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12  Q.3 

(1) 

(a)  i>  Accounting  controls  comprise  the  plan  of  organization  and  the  procedures  and 
records  that  are  concerned  with  the  safeguarding  of  assets  and  the  reliability  of 
financial  records. 

(1) 

ii)  Administrative  controls  are  concerned  with  promoting  operational  efficiency 
and  adherence  to  prescribed  management  policies. 

(2) 

iii)  External  auditors  only  study  and  evaluate  accounting  controls  when  expressing 
an  opinion  on  financial  statements.  They  may  be  interested  in  administrative 
controls  when  rendering  management  advisory  services. 

(3) 

(b)  The  plan  of  organization  refers  to  the  division  of  authority  and  duties  among 
members  of  the  organization.  Good  control  requires  that  the  responsibility  for 
initiating  or  approving  transactions  is  separate  from  the  custody  of  related  assets  and 
both  of  these  responsibilities  are  separate  from  the  record  keeping  function. 

(5) 

(c)  i)  Obtain  or  prepare  a  description  of  the  system. 

ii)  Perform  a  preliminary  evaluation  of  the  quality  of  the  system.  If  the  system  as 
designed  is  so  weak  that  no  reliance  on  the  system  is  warranted,  it  is  appropriate 
to  proceed  directly  to  substantive  testing. 

iii)  Perform  compliance  tests  of  those  systems  upon  which  the  auditor  intends  to  rely. 

iv)  Perform  a  final  evaluation  of  the  system. 

v)  Determine  the  impact  of  findings  upon  the  nature,  extent,  and  timing  of 
substantive  audit  procedures. 

NOTE:  1  mark  for  each. 

17  Q.4 

(3) 

(a)  The  basic  ethical  issue  here  is  the  auditor's  independence.  As  a  member  of  the  Board 
of  Directors,  Schlotz  is  clearly  not  independent  of  Wearwell  Ltd.  and  hence,  neither 
he  nor  his  firm  can  ethically  serve  as  auditors  for  the  company. 

(2) 

(b)  Because  Schlotz  is  not  independent,  he  cannot  express  an  opinion  on  the  financial 
statements.  Thus,  an  unqualified  audit  report  is  wholly  inappropriate  in  the 
circumstances. 

(5) 

(c)  The  internal  auditor’s  work  is  part  of  the  client’s  internal  control  system,  but  it  is  not  a 
direct  substitute  for  work  which  an  external  auditor  should  perform  in  the 
circumstances.  Thus,  the  senior  auditorshouldhaveconsideredthecompetence, 
objectivity,  and  quality  of  work  of  the  internal  auditor  when  evaluating'internal 
control.  This  would  then  affect  the  nature,  timing,  and  extent  of  substantive  testing, 
including  tests  of  the  sales  cutoff.  However,  in  this  situation,  the  failure  of  the  senior 
auditor  to  perform  any  substantive  cutoff  tests  or  even  to  review  the  internal 
auditor’s  workpapers,  particularly  when  he  suspected  a  problem  may  exist,  is  clearly 
not  justified  and  violates  generally  accepted  auditing  standards. 

Continued.... 
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(1)  (d)  i)  Discuss  the  sales  cutoff  with  client’s  employees  and  review  the  client’s  cutoff 

procedures. 

")  Select  a  sample  of  recorded  sales  for  a  period  (10  —  14  days)  before  and  after 
year-end.  Examine  a  copy  of  the  sales  (billing)  invoice  and.  most  important,  the 
shipping  documents  related  to  the  sale,  to  verify  that  transaction  is  recorded  in 
the  correct  accounting  period. 

(2)  iii)  Select  a  sample  of  shipping  documents  before  and  after  year-end  and  trace  to 

sales  invoices  and  recorded  sales,  verifying  that  entries  are  made  in  the  proper 
periods. 

(1)  iv)  In  this  case,  where  there  is  suspicion  of  an  error  or  irregularity,  all  large  or 

unusual  sales  during  the  period  should  be  examined. 

(1)  v)  If  necessary  to  obtain  good  evidence,  confirm  shipping  dates  with  carriers  and/or 

customers. 


Q.5  Audit  Procedure  Explanation 

(12)  (a)  i)  Confirm  cash  balance  directly  with  the  A  direct  confirmation  is  required,  even 
bank-  though  a  bank  statement  is  available, 

to  protect  against  possible  alterations. 
Also,  the  standard  confirmation  form 
provides  information  on  all  bank 
accounts,  as  well  as  indebtedness  to  the 
bank,  and  contingent  liabilities. 

ii)  Obtain  a  cutoff  bank  statement,  The  cutoff  statement  is  required  to 

containing  at  least  seven  days  determine  disposition  of  reconciling 
transactions  in  January,  directly  from  the  items  at  December  31.  The  deposit  in 
banlc-  transit  should  be  credited  the  first 

business  day  in  January  and  the 
outstanding  cheques  should  clear  early 
in  January.  Also  see  cash  cutoff  below. 

iii)  Verify  the  client’s  year-end  cutoff  of  cash  All  cash  received  prior  to  year-end 

receipts  and  disbursements.  should  be  recorded  in  the  cash  receipts 

journal  and  deposited  in  the  bank.  All 
cheques  issued  prior  to  year-end 
should  be  recorded  in  the  cash 
disbursements  journal  and  appear  as 
outstanding  cheques,  if  not  yet  cleared. 
In  examining  the  cutoff  bank 
statement,  the  auditor  should  verify 
that  all  cheques  dated  on  or  before 
December  31,  1982,  appear  on  the 
outstanding  cheque  list. 

iv)  Prepare  a  schedule  of  bank  transfers  at  The  purpose  of  this  procedure  is  to 

least  one  week  before  and  one  week  after  detect  possible  “kiting”;  overs- 
December  31,  1982.  tatements  of  total  cash  by  including  a 

bank  transfer  as  a  deposit  in  one 

account  but  not  a  withdrawal  of  cash 

from  the  other  account.  Verify  that 

cash  receipt  and  disbursement  for  each 

transfer  is  recorded  in  the  books  in  the 

same  fiscal  year.  „ 
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v)  Be  at  the  clients  the  last  day  of  business  to  So  that  an  opportunity  for  a  dishonest 

count  and  list  cash  on  hand.  employee  to  conceal  a  shortage  by 

transferring  funds  from  one  category 
to  another  would  be  discovered. 

vi)  Investigate  cheque  No.  50,  which  has  The  old  outstanding  cheque  may 

apparently  been  outstanding  for  a  long  indicate  that  cash  is  misstated.  The 
time.  cheque  may  have  been  reissued  or  a 

liability  may  no  longer  exist.  The 
owner  should  be  asked  to  contact  the 
payee  and  otherwise  follow-up  on 
this  item.  Treating  the  item  as  an 
outstanding  cheque  may  encourage  the 
cashier  to  later  drop  it  from  the 
reconciliation  and  steal  the  $2,000, 
when  it  becomes  obvious  that  the 
cheque  will  not  clear. 


NOTE:  2  marks  for  each  item. 


(6)  (b)  The  following  steps  can  be  taken  to  improve  internal  control  over  cash  without  hiring 

new  employees  or  major  revisions  in  duties: 

i)  Record  all  cash  receipts  immediately.  Have  someone  independent  of  the 
cashier  prepare  a  prelisting  upon  opening  the  mail  and  subsequently  compare 
total  to  day’s  bank  deposit.  All  cash  should  be  deposited  daily. 

ii)  The  owner  should  become  involved  in  cash  accounting.  He  could  compare 
prelisting  and  bank  deposit,  prepare  or  review  the  monthly  bank 
reconciliation,  sign  all  cheques  and  review  supporting  documents,  including 
documents  supporting  reimbursement  of  petty  cash  fund. 

iii)  Obtain  a  fidelity  bond  on  the  cashier. 

NOTE:  2  marks  for  each  item. 


30 


(a)  ii) 

(0 

iii) 

(k) 

iv) 

(P) 

iv) 

(b)  iii) 

(g) 

i) 

(1) 

iii) 

(q) 

i) 

(c)  ii) 

(h) 

i) 

(m) 

i) 

(r) 

iii) 

(d)  iii) 

(■) 

iii) 

(n) 

ii) 

(s) 

ii) 

(e)  0 

O') 

ii) 

(°) 

iv) 

(t) 

ii) 

NOTE:  1  /  marks  each. 
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AUDITING  417  EXAMINATION 
June,  1984 


Time:  3  Hours 

).l  Following  are  five  separate  situations  describing  pos¬ 
sible  problems  with  auditor  independence: 

2)  (a)  Eva  Jones,  CGA,  has  been  the  auditor  for  the  North 

Side  Credit  Union  for  many  years.  The  client  is 
very  happy  with  the  quality  of  her  work,  and  dur¬ 
ing  the  year  she  was  a  member  of  the  credit 
union's  loan  committee  which  reviewed  and  either 
approved  or  rejected  all  customer  loan  applica¬ 
tions  in  excess  of  $25,000. 

2)  (b)  Joe  Smith,  CGA,  is  very  optimistic  about  the 

future  of  his  client.  On  Joe's  recommendation,  his 
son  purchases  $1,000  of  the  company's  common 
stock . 

2)  (c)  When  Lisa  Brown,  CGA,  arrives  at  her  client's 

offices  to  begin  the  audit  for  the  year  ended 

December  31,  1983,  she  finds  that  the  records  for 
December  are  not  complete.  She  therefore  "pitches 
in”  and  helps  the  client's  accountant  record  and 
post  the  December  transactions  and  prepare  a  pre¬ 
liminary  version  of  the  financial  statements. 

2)  (d)  Doris  Dunn,  CGA,  is  the  auditor  of  Westchester 

Ltd.  Her  father  is  the  treasurer  of  the  company, 
but  before  every  audit,  he  always  tells  Doris  to 
"be  just  as  tough  as  you  have  to  be." 

2)  (e)  Frank  Binn,  CGA,  is  the  auditor  of  Burnaby  Whole¬ 
salers.  He  is  a  personal  friend  of  John  Rads, 
Burnaby's  Executive  Vice-President  and  Treasurer. 
They  belong  to  the  same  country  club  and  frequent¬ 
ly  dine  together. 

REQUIRED: 


For  each  case,  state  whether  or  not  the  auditor  is 
independent  and  explain  your  reasoning. 
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(5 
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2  Following  are  three  separate  auditing  situations  which 
a  CGA  encounters: 

)  (a)  In  the  course  of  preparing  an  internal  control 

questionnaire  for  a  client  which  is  a  securities 
broker-dealer,  the  CGA  notes  an  office  procedure 
that  mail  addressed  to  the  president  (or  to  the 
company  for  his  attention)  is  to  be  opened  only  by 
him.  If  the  president  is  away  from  his  office, 
such  mail  is  to  await  his  return  for  opening. 

)  (b)  A  client  manufacturing  company  sold  one  of  its 

buildings  and  recognized  a  profit  of  $3  million.  A 
down  payment  of  $2  million  and  a  long-term  note 
for  $18  million  were  received.  The  buyer  is  a 
brother  of  the  company's  president.  The  brother 
had  some  difficulty  raising  the  initial  down  pay¬ 
ment;  to  help  him,  the  president  gave  him  an 
interest-free  loan  of  $2  million  from  his  personal 
funds . 

)  (c)  While  having  lunch  with  the  treasurer  during  his 

audit  of  a  computer  manufacturer,  the  CGA  learns 
that  the  client  company  has  been  sued  for  patent 
infringement.  The  plaintiff  is  asking  for  an 
injunction  barring  future  infringement  and 
$4,000,000  damages.  The  client  company's  assets 
total  $10,000,000. 

REQUIRED: 

Explain  what  specific  action  the  CGA  should  take  with 
respect  to  obtaining  additional  evidence  for  each 
case.  Also,  explain  how  each  situation  could  affect 
the  auditor's  report. 

3  You  are  the  accountant  in  charge  of  the  audit  of  Wells 
Baking  Company  which  makes  baked  goods,  candy,  and 
other  consumer  products.  It  sells  these  products  in 
its  own  retail  stores.  The  total  sales  volume  of  the 
company  is  approximately  $10  million.  It  employs  about 
200  hourly-paid  employees  in  six  departments  in  the 
plant,  and  300  in  25  retail  stores.  However,  there  is 
some  seasonal  variation  in  the  number  of  employees. 
The  departments  in  the  plant  are  managed  by  super¬ 
visors,  and  store  managers  are  in  charge  of  the 
stores . 

You  note  the  following  facts  in  your  review  of  the 
preparation  of  hourly  payrolls  and  distribution  of 
cheques. 

i)  Wells  Baking  Company  has  separate  personnel  and 
payroll  departments.  The  chief  accountant  super¬ 
vises  the  payroll  department. 
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ii)  New  employees  are  interviewed  by  the  personnel 
department.  Employment  authorizations,  which  are 
the  basis  for  adding  an  employee's  name  to  the 
payroll,  are  signed  by  the  personnel  manager, 
and  sent  to  the  payroll  department. 

iii)  The  personnel  department  processes  employees 
through  the  termination  procedure. 

iv)  The  pay  of  hourly-paid  employees  is  determined 
from  time  cards  which  are  approved  by  a  super¬ 
visor  or  a  store  manager,  as  appropriate.  Most, 
but  not  all,  hourly  rates  are  set  by  union  con¬ 
tracts.  A  time  clock  is  used  in  the  plant  but 
not  in  the  stores. 

v)  The  payroll  cheques  are  signed  through  the  use 
of  a  signature  plate.  The  plate  is  controlled  by 
the  chief  accountant  who  compares  the  number  of 
cheques  signed  with  the  number  indicated  by  the 
payroll.  The  cheque  signer  is  usually  operated 
by  the  payroll  clerk. 

vi)  The  payroll  clerk  sends  the  payroll  cheques  of 
factory  employees  to-  the  appropriate  departmen¬ 
tal  supervisor.  The  payroll  cheques  for  store 
employees  are  mailed  to  the  store  managers. 

vii)  The  department  supervisors  and  store  managers 
distribute  cheques  to  their  employees.  Unclaimed 
cheques  are  returned  to  the  payroll  department. 

viii)  The  payroll  bank  account  is  reconciled  by  the 
payroll  clerk.  The  reconciliation  is  reviewed 
and  approved  by  the  chief  accountant. 

REQUIRED: 

(12)  (a)  List  six  weaknesses  in  the  company's  accounting  inter¬ 

nal  controls  for  the  hourly-paid  payroll,  and  state 
your  recommended  improvements.  Format  your  answer,  in 
your  examination  booklet  as  follows: 


Weakness  Recommended  Improvement 


(4)  (b)  Describe  four  substantive  audit  tests  which  you  would 

perform  to  compensate  for  the  weaknesses  in  controls 
noted  in  part  (a). 
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0,4  Generally  accepted  auditing  standards  require  that 
sufficient,  appropriate  evidence  be  obtained,  by  such 
means  as  inspection,  observation,  inquiry,  confirma¬ 
tion  and  analysis,  to  afford  a  reasonable  basis  to 
support  the  content  of  the  report.  To  satisfy  this  re¬ 
quirement,  a  CGA  designs  an  audit  program  appropriate 
to  the  circumstances  of  a  particular  audit  engagement. 

REQUIRED: 

(4)  (a)  List  the  four  decisions  an  auditor  must  make  con¬ 

cerning  the  accumulation  of  evidence,  in  designing 
an  audit  program  for  a  given  component  of  an  audit 
(e.g.,  accounts  payable). 

(4)  (b)  To  what  extent  (if  at  all)  should  cost  be  a  factor 
in  the  evidence-gathering  decision?  Explain. 

(5)  (c)  List  five  factors  which  affect  the  quality  or 
appropriateness  of  audit  evidence. 

16  Q.5  The  Sunnyhill  Milk  Company's  principal  activities  are 

buying  milk  from  dairy  farmers,  processing  the  milk, 
and  delivering  it  to  retail  customers.  You  are  engaged 
in  auditing  the  retail  accounts  receivable  of  the  com¬ 
pany  and  you  determine  the  following: 

i)  The  company  has  80  retail  routes;  each  route  con¬ 
sists  of  75  to  125  accounts,  the  number  that  can 
be  serviced  by  a  driver  in  a  day. 

ii)  Each  driver  maintains  a  route  book  which  shows 
deliveries  to  each  customer  and  cash  collections. 
Mail  remittances  are  posted  to  the  route  books  by 
office  personnel.  At  the  end  of  each  month,  a 
statement  is  prepared  for  each  customer  from  the 
route  book  and  given  to  the  customer  with  the  next 
milk  delivery. 

iii) The  statements  are  reviewed  by  the  office  manager, 
who  prepares  a  list,  for  each  route,  of  accounts 
with  a  balance  90  days  old  or  older.  This  "overdue 
list"  is  used  for  collection  purposes. 

iv)  The  audit  program  used  in  prior  audits  for  the 
selection  of  accounts  receivable  for  confirmation 
states:  "Select  two  accounts  from  each  route,  one 
to  be  chosen  by  opening  the  route  book  at  random 
and  the  other  as  the  fourth  item  on  each  list  of 
overdue  accounts." 
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Your  review  of  the  accounts  receivable  leads  you  to 
conclude  that  statistical  sampling  techniques  may  use¬ 
fully  be  applied  in  your  confirmation  of  customer 
balances . 


REQUIRED: 


4)  (a)  Since  statistical  sampling  techniques  do  not  re¬ 

lieve  you  of  your  responsibilities  to  exercis 
professional  judgment,  of  what  benefit  are  they. 
Discuss . 


5)  (b)  Would  the  procedure  used  in  prior  years  to  select 

accounts  receivable  for  confirmation  produce  a 
valid  statistical  sample?  Explain. 

3)  (c)  You  are  trying  to  decide  whether  to  use  an 

attributes  sampling  plan  or  a  variables  sampling 
plan  in  this  case.  Which  is  appropriate?  Explain. 

4)  (d)  You  have  heard  that  in  designing  the  sampling 

plan,  both  alpha  risk  and  beta  risk  must  be  con¬ 
sidered.  Explain  what  is  meant  by  these  terms. 


6  Select  the  best  answer  for  each  of  the  following  un¬ 
related  items.  Answer  each  of  these  items  in  your 
examination  booklet  by  giving  the  number  of  your 
choice.  For  example,  if  (i)  is  the  best  answer  for 
item  (a),  write  ( a )  (  i )  in  your  examination  booklet. 
Select  only  one  answer  for  each  item.  If  more  than  one 
answer  is  given,  that  item  will  not  be  marked.  Wrong 
answers  will  be  graded  as  zero  and  no  further  marks 
will  be  deducted.  No  account  will  be  taken  of  any  ex¬ 
planations  you  offer. 


NOTE:  1  1/2  marks  each. 


(a)  It  would  not  be  appropriate  for  the  auditor  to 
initiate  discussion  with  the  client's  audit  com¬ 
mittee  concerning: 

i)  the  extent  to  which  the  work  of  internal 
auditors  will  influence  the  auditor's  exam¬ 
ination. 

ii)  the  details  of  the  procedures  which  the 
auditor  intends  to  apply. 

iii)  the  extent  to  which  a  change  in  the  company's 
organization  will  influence  the  scope  of 
examination . 

iv)  the  details  of  potential  problems  which  the 
auditor  believes  might  cause  a  qualified 
opinion. 
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(b)  Operational  audits  generally  have  been  conducted 
by  internal  auditors  and  governmental  audit 
agencies,  but  may  be  performed  by  a  CGA .  The 
primary  purpose  of  an  operational  audit  is  to  pro¬ 
vide: 

i)  a  means  of  assurance  that  internal  accounting 
controls  are  functioning  as  planned. 

ii)  an  aid  to  the  independent  auditor  who  is  con¬ 
ducting  the  examination  of  the  financial 
statements . 

iii)  the  results  of  internal  examinations  of 
financial  and  accounting  matters  to  the  com¬ 
pany's  top  management. 

iv)  a  measure  of  management  performance  in  meet¬ 
ing  organizational  goals. 

(c)  Which  of  the  following  would  be  least  likely  to  be 
included  in  an  auditor's  test  of  compliance? 

i)  Inspection 

ii)  Observation 

iii)  Inquiry 

iv)  Confirmation 

( d)  Which  of  the  following  is  a  primary  function  of 
the  purchasing  department? 

i)  Authorizing  the  acquisition  of  goods. 

ii)  Ensuring  the  acquisition  of  goods  of  a  speci¬ 
fied  quality. 

iii)  Verifying  the  receipt  of  goods. 

iv)  Reduc ing ■ expenditures  on  goods  acquired. 

(e)  Which  of  the  following  is  an  effective  internal 
control  measure  that  encourages  receiving  depart¬ 
ment  personnel  to  count  and  inspect  all  merchan¬ 
dise  received? 

i)  Quantities  ordered  are  excluded  from  the 
receiving  department  copy  of  the  purchase 
order . 

ii)  Vouchers  are  prepared  only  after  the  receiv¬ 
ing  report  is  matched  with  the  purchase 
order. 

iii)  Receiving  department  personnel  are  expected 
to  match  and  reconcile  the  receiving  report 
with  the  purchase  order. 

iv)  Internal  auditors  periodically  examine,  on  an 
unannounced  basis,  the  receiving  department 
copies  of  receiving  reports. 
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(f)  Significant  unexpected  fluctuations  in  sales  iden¬ 
tified  by  analytical  review  procedures  will  usual¬ 
ly  require: 

i)  an  opinion  qualification. 

ii)  a  review  of  internal  control. 

iii)  additional  substantive  testing. 

iv)  an  explanation  in  the  letter  of  representa¬ 
tion. 

(g)  If  the  auditor  believes  that  disclosures  which  are 
material  are  omitted  from  the  financial  state¬ 
ments,  the  auditor  should  decide  between  issuing: 

i)  a  qualified  opinion  or  an  adverse  opinion. 

ii)  a  denial  of  opinion  or  a  qualified  opinion. 

iii)  an  adverse  opinion  or  a  denial  of  opinion. 

iv)  an  unqualified  opinion  or  a  qualified  opin¬ 
ion  . 

(h)  Which  of  the  following  is  an  advantage  of  general¬ 
ized  computer  audit  software  packages? 

i)  They  are  all  written  in  an  identical  computer 
1 anguage . 

ii)  They  can  be  used  for  audits  of  different 
clients  who  use  different  EDP  configurations 
and  record  formats. 

iii)  They  have  reduced  the  need  for  the  auditor  to 
study  input  controls  for  EDP  related  proce¬ 
dures  . 

iv)  Their  use  can  substitute  for  a  large  part  of 
normally  required  compliance  testing. 

(i)  Which  of  the  following  employees  in  a  company's 
electronic  data  processing  department  should  be 
responsible  for  designing  new  or  improved  proce¬ 
dures? 

i)  Control  group  supervisor. 

ii)  Systems  analyst. 

iii)  Programmer. 

iv)  Operator. 

(j)  An  auditor's  flowchart  of  a  client's  internal  con¬ 
trol  system  is  a  diagrammatic  representation  which 
depicts  the  auditor's: 

i)  understanding  of  the  system. 

ii)  program  for  compliance  tests. 

iii)  documentation  of  the  study  and  evaluation  of 
the  system. 

iv)  understanding  of  the  types  of  irregularities 
which  are  probable,  given  the  present  system. 
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(k)  Which  of  the  following  is  an  effective  internal 
accounting  control  over  cash  payments? 

i)  Have  the  bank  reconciliation  performed  by  an 
employee  not  responsible  for  the  cheque  is¬ 
suance. 

ii)  Spoiled  cheques  which  have  been  voided  should 
be  disposed  of  immediately. 

iii)  Cheques  should  be  prepared  only  by  persons 
responsible  for  cash  receipts  and  cash  dis¬ 
bursements  . 

iv)  A  cheque-signing  machine  with  two  signatures 
should  be  utilized. 

(l)  An  investor  is  reading  the  financial  statements  of 
the  Stankey  Corporation  and  observes  that  the 
statements  are  accompanied  by  an  auditor's  un¬ 
qualified  report.  From  this  the  investor  may  con¬ 
clude  that: 

i)  any  disputes  over  significant  accounting  is¬ 
sues  have  been  settled  to  the  auditor's 
satisfaction . 

ii)  the  auditor  is  satisfied  that  Stankey  is 
financially  sound. 

iii)  the  auditor  has  ascertained  that  Stankey's 
financial  statements  have  been  prepared  ac¬ 
curately. 

iv)  the  informative  disclosures  in  the  financial 
statements,  but  not  necessarily  in  Stankey's 
footnotes,  are  to  be  regarded  as  reasonably 
adequate . 

(m)  An  examination  standard  which  states  that  work  is 
to  be  properly  planned  and  assistants,  if  any,  are 
to  be  properly  supervised  recognizes  that: 

i)  acceptance  of  an  audit  engagement  after  the 
close  of  the  client's  fiscal  year  is  not  per- 
missable . 

ii)  appointment  of  the  auditor  subsequent  to  the 
physical  count  of  inventories  requires  a 
denial  of  opinion. 

iii)  early  appointment  of  the  auditor  is  advan¬ 
tageous  to  both  auditor  and  client. 

iv)  a  substantial  part  of  an  audit  examination 
must  be  performed  at  interim  dates. 
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(n)  The  permanent  section  of  the  auditor's  working 
papers  generally  should  include: 

i)  time  and  expense  reports. 

ii)  names  and  addresses  of  all  audit  staff  per¬ 
sonnel  for  the  engagement. 

iii)  a  copy  of  key  customer  confirmations. 

iv)  a  copy  of  the  engagement  letter. 

(o)  Which  of  the  following  would  lessen  internal  con¬ 
trol  in  an  electronic  data  processing  system? 

i)  The  computer  librarian  maintains  custody  of 
computer  program  instructions  and  detailed 
1 ist ings . 

ii)  Computer  operators  have  access  to  operator 
instructions  and  detailed  program  listings. 

iii)  The  control  group  is  solely  responsible  for 
the  distribution  of  all  computer  output. 

iv)  Computer  programmers  write  and  debug  programs 
which  perform  routines  designed  by  the  sys¬ 
tems  analyst. 

(p)  When  financial  statements  are  prepared  on  the 
basis  of  a  going  concern,  and  the  auditor  believes 
that  the  client  will  not  be  able  to  continue  as  a 
going  concern,  the  auditor  should  issue: 

i)  an  unqualified  opinion  with  an  explanatory 
middle  paragraph. 

ii)  an  adverse  opinion. 

iii)  a  "subject  to"  opinion, 
ivj  a  denial  of  opinion. 

(q)  The  auditor's  program  for  the  examination  of 
long-term  debt  should  include  steps  that  require 
the : 

i)  verification  of  the  existence  of  the  bond¬ 
holders. 

ii)  examination  of  any  bond  trust  indenture. 

iii)  inspection  of  the  accounts  payable  subsidiary 
ledger. 

iv)  investigation  of  credits  to  the  bond  interest 
income  account. 
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(r)  The  audit  working  papers  often  include  a  client- 
prepared  aged  trial  balance  of  accounts  receivable 
as  of  the  balance  sheet  date.  This  aging  is  best 
used  by  the  auditor  to: 

i)  evaluate  internal  control  over  credit  sales. 

ii)  test  the  accuracy  of  recorded  charge  sales. 

iii)  estimate  credit  losses. 

iv)  verify  the  validity  of  the  recorded  receiv¬ 
ables. 

(s)  The  independent  auditor  should  acquire  an  under¬ 
standing  of  the  internal  audit  function  as  it 
relates  to  the  independent  auditor's  study  and 
evaluation  of  internal  accounting  control  because: 

i)  the  details  of  the  audit  programs,  working 
papers,  and  reports  of  internal  auditors  can 
often  be  used  as  a  substitute  for  work  nor¬ 
mally  performed  by  the  independent  auditor's 
staff . 

ii)  the  procedures  performed  by  the  internal 
audit  staff  may  eliminate  the  independent 
auditor's  need  for  an  extensive  study  and 
evaluation  of  internal  control. 

iii)  the  work  performed  by  internal  auditors  may 
be  a  factor  in  determining  the  nature,  tim¬ 
ing,  and  extent  of  the  independent  auditor's 
procedures . 

iv)  the  understanding  of  the  internal  audit  func¬ 
tion  is  an  important  substantive  test  to  be 
performed  by  the  independent  auditor. 

(t)  The  auditor  should  insist  that  a  representative  of 
the  client  be  present  during  the  physical  exam¬ 
ination  of  securities  in  order  to: 

i)  lend  authority  to  the  auditor's  directives. 

ii)  detect  forged  securities. 

iii)  coordinate  the  return  of  all  securities  to 
proper  locations. 

iv)  acknowledge  the  receipt  of  securities  return¬ 
ed. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  417  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

Overall,  performance  on  this  exam  was  quite  reasonable.  Students  who  did 
not  do  well  generally  gave  vague  or  incomplete  answers,  which  usually  indicates 
a  lack  of  knowledge  of  the  subject  matter. 


Specific 


Q.1 


Q.2 


Q-3 


Q.4 


Q.5 


Q.6 


Most  students  did  well  on  this  question.  However,  errors  commonly 
occurred  in  part  (e)  -  note  that  friendship  with  a  client's  executives 
does  not,  in  itself,  impair  an  auditor's  independence. 

Students  had  most  difficulty  with  part  (a).  The  key  point  to  note 
here  is  that  the  president  is  apparently  trying  to  hold  certain 
information  very  "close  to  his  vest"  and  the  client  is  a  brokerage 
firm.  An  auditor  must  always  be  mindful  of  possibly  suspicious 
practices.  Many  students  also  lost  marks  by  not  being  specific 
enough  in  terms  of  evidence  to  be  examined.  Also,  many  did  not 
clearly  explain  the  possible  impacts  on  the  auditor's  report. 
A  number  suggested  "subject  to"  opinions  (especially  for  part 
( c ) ) ;  these  are  no  longer  used. 

Students  generally  did  very  well  on  this  question.  Marks  were 
most  frequently  lost  in  part  (b)  by  not  control  relating  substantive 
tests  to  specific  control  weaknesses.  Also,  substantive  tests 
listed  were  sometimes  broken  into  too  small  components.  For  example, 
a  thorough  reconciliation  of  the  payroll  bank  account,  including 
a  confirmation  of  the  balance  and  examining  cancelled  cheques, 
constitutes  one  substantive  test,  not  three  tests. 

This  question,  covering  the  basics  of  audit  evidence  accumulation, 
was  essentially  straight  from  the  lesson  notes.  Students  typically 
lost  most  marks  in  part  (c).  The  quality  of  evidence  is  something 
an  auditor  must  constantly  be  aware  of,  and  the  collection  of 
evidence  definitely  involves  a  cost/benefit  trade-off. 

Some  students  did  very  well  on  this  question,  but  more  of  them 
answered  very  poorly.  This  was  effectively  a  question  on  audit 
risk  (part  (d))  and  the  broad  essentials  of  statistical  sampling. 
Quite  a  number  of  students  had  no  idea  as  to  the  distinction  between 
variable  vs.  attributes  sampling,  nor  any  clue  as  to  the  need 
for  (and  characteristics  of)  a  random  sample.  The  core  of  a  good 
audit  program  is  a  good  sampling  plan  (be  it  statistical  or  purely 
judgmental)  and  today's  auditor  cannot  afford  to  be  unfamiliar 
with  at  least  the  basics  of  formal  sampling  methods. 

Students  generally  did  reasonably  well  on  the  multiple  choice  ques¬ 
tions.  There  was  no  particular  pattern  to  difficulties  with  this 
set  of  questions. 
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AUDITING  417  EXAMINATION 

June,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

10  Q.l 

(2) 

(a)  Eva  Jones  is  not  independent.  As  a  member  of  the 
Credit  Union's  committee  which  either  approves  or 
rejects  major  loan  applications,  she  is  effect¬ 
ively  acting  as  an  employee  of  the  company. 

(2) 

(b)  Joe  Smith  is  not  independent  only  if  the  amount  of 
shares  is  deemed  to  be  material.  A  CGA  is  pro¬ 
hibited  from  owning  a  material  amount  of  shares  in 
a  client  company.  Shares  owned  by  Joe's  son  would 
be  ascribed  to  Joe. 

(2) 

(c)  Lisa  Brown  is  independent.  Performing  accounting 
functions  for  a  client  is  permissible  under  the 
CGA  Code  of  Ethics. 

(2) 

(d)  Doris  Dunn  is  not  independent.  She  is  a  member  of 
the  immediate  family  of  one  of  the  officers  of  the 
company. 

(2) 

(e)  Frank  Binn  is  independent.  Close  personal  friend¬ 
ships  with  members  of  management  of  a  client  are 
not  prohibited. 

15  0.2 

(5) 

(a)  A  sensible  first  step  would  be  to  inquire  of  the 
president  why  this  procedure  exists,  as  such  a 
procedure  is  not  normal  business  practice,  except 
for  mail  labeled  "personal  and  confidential".  He 
should  inquire  as  to  the  sources  and  volume  of 
mail  which  are  handled  in  this  manner,  and  if  his 
suspicions  are  aroused,  ask  to  examine  some  of 
this  correspondence.  If  the  auditor  deems  this 
simply  to  be  a  weakness  in  internal  control,  then 
his  auditor's  report  would  not  be  affected, 
assuming  he  can  obtain  sufficient  appropriate 
audit  evidence.  However,  if  he  suspects  that  the 
president  is  engaging  in  secret  dealings  involving 
the  company,  he  should  deny  an  opinion  on  the 
basis  of  insufficient  evidence  or,  preferably, 
resign  from  the  engagement.  (Note:  this  is  the 
infamous  "mail  rule"  which  was  used  by  the 
president  of  a  U.S.  brokerage  firm  to  conceal  a 
fraud  involving  pyramiding  of  secret  customer 
accounts . ) 
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(5)  (b)  Examine  documents  to  support  the  historical  cost 
of  the  building,  and  compute  the  accumulated 
depreciation.  Examine  the  remittance  advice  for 
the  cash  down  payment  and  the  promissory  note. 
Examine  evidence  such  as  personal  financial  state¬ 
ments  and  credit  agency  reports  to  assess  the 
credit  worthiness  of  the  buyer. 

Determine  the  amount  (if  any)  of  allowance  for 
possible  losses  which  should  be  recorded.  Since 
this  is  a  related  party  transaction,  its  terms 
must  be  fully  disclosed  in  a  footnote  to  the 
financial  statements.  If  this  is  done  and  an  ap¬ 
propriate  allowance  recorded  (  if  necessary)  then 
the  auditor  should  issue  an  unqualified  opinion. 
If  these  conditions  are  not  met,  a  qualified  or 
adverse  opinion  is  required. 

(5)  (c)  Examine  correspondence  between  the  company  and  its 

attorneys  on  this  matter.  Examine  any  legal  docu¬ 
ments  which  have  been  filed.  Correspond  directly 
with  company's  attorneys,  obtaining  their  opinion 
on  the  particulars  and  possible  outcome  of  the 
case.  Since  potential  damages  are  highly  material 
to  the  company,  the  litigation  should  be  fully 
disclosed  in  a  footnote  to  the  financial  state¬ 
ments.  If  this  is  done,  the  auditor  should  issue 
an  unqualified  opinion;  if  not,  a  qualified  or  ad¬ 
verse  opinion  is  required. 


0.3 

(12)(a)  _ Weakness  _ 

Employees'  immediate 
supervisor  apparently 
determines  rate  of  pay 
which  is  then  shown 
on  the  time  card. 


Payroll  clerk  usually 
operates  the  cheque 
signing  machine. 


Recommended  Improvement 

Personnel  department 
should  determine  the  rate 
of  pay  for  each  employee 
in  accordance  with  the 
union  contract  and  com¬ 
pany  policies.  Rate 
should  be  shown  on  the 
employment  authorization 
form  sent  to  payroll. 

Payroll  cheques  should  be 
signed  by  an  independent 
person  in  the  treasurer's 
department.  Signed 
cheques  should  not  be 
returned  to  the  payroll 
clerk . 
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Weakness 


Recommended  Improvement 


Cheques  are  returned 
to  the  supervisors 
(who  approve  the  time 
card)  for  distribu¬ 
tion  to  employees. 


Unclaimed  cheques 
are  returned  to  the 
payroll  department. 


Chief  accountant  only 
counts  cheques  signed 
as  a  batch  control 
total . 


Payroll  bank  account 
is  apparently  not 
imprest.  Also,  it  is 
reconciled  by  the 
payroll  clerk. 


No  time  clock  used 
in  the  stores. 


Personnel  department 
has  too  much  control 
over  who  is  on  pay¬ 
roll.  There  is  no 
verification  from 
other  departments  as 
to  adding/deleting 
personnel . 

NOTE:  Maximum  12  marks 

1  for  each  recommended 


If  practicable,  cheques 
should  be  distributed  by 
an  independent  paymas¬ 
ter.  Since  store  employ¬ 
ees  are  at  25  different 
locations,  rather  than  a 
paymaster  traveling  to 
each  store,  a  direct 
deposit  system  into  the 
employee's  bank  account 
might  be  initiated. 

Unclaimed  cheques  should 
be  sent  to  personnel  and 
held  for  the  employee. 
Any  remaining  unclaimed 
cheques  should  be  inves¬ 
tigated. 

A  control  total  of  the 
total  amount  of  net  pay¬ 
roll  should  be  establish¬ 
ed  during  payroll  prep¬ 
aration.  A  dollar  total 
on  cheques  signed  should 
be  taken  independently. 
The  two  totals  should  be 
compared  by  the  chief  ac¬ 
countant. 

The  account  should  be 
maintained  on  an  imprest 
basis  and  reconciled  by  a 
person  in  the  accounting 
department  who  is  inde¬ 
pendent  of  the  payroll 
preparation. 

Install  a  time  clock  in 
all  stores,  so  that  every 
employee  will  use  it. 

The  department  in  need  of 
personnel  should  also 
send  verification  that 
they  have  a  new  employee 
to  the  payroll  department 
and  also  they  should  ad¬ 
vise  payroll  directly 
when  someone  leaves. 

to  6  marks. 


-  1  for  each  weakness 
improvement  to  6  marks. 
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(4)  (b)  For  a  sample  of  time  cards,  compare  rates  of  pay 

to  union  contracts.  For  non-union  employees, 
determine  whether  rates  are  reasonable  (e.g.,  dis¬ 
cuss  with  personnel  manager). 

For  a  sample  of  employees  as  listed  on  payroll, 
compare  to  personnel  authorization  forms.  Verify 
that  persons  who  have  been  terminated  are  excluded 
from  the  payroll. 

Trace  a  sample  of  employees  included  on  the  pay¬ 
roll  to  copies  of  T-4  tax  forms  filed  with  the 
federal  government. 

On  a  surprise  basis,  the  auditor  should  accompany 
a  representative  of  the  client  to  observe  distrib¬ 
ution  of  cheques  to  employees,  for  a  payroll 
period. 

Perform  an  independent  reconciliation  of  the  pay¬ 
roll  bank  account,  perhaps  in  the  form  of  a  proof 
of  cash. 

NOTE:  1  mark  for  each  test  to  a  maximum  of  4  marks. 

13  0.4 

(4)  (a)  The  four  decisions  are: 

i)  which  audit  procedures  to  use, 

ii)  what  sample  size  to  select  for  a  given  pro¬ 
cedure  , 

iii)  which  particular  items  to  select  (or,  more 
generally,  how  to  select  items)  from  the  pop¬ 
ulation, 

iv)  when  to  perform  the  procedures. 

(4)  (b)  The  cost  of  obtaining  evidence  is  certainly  a  con¬ 

sideration,  but  not  the  major  concern,  in  the 
decision  as  to  what  type  and  how  much  evidence  to 
obtain.  Specifically,  the  auditor  may  have  to 
trade-off  the  possibility  of  obtaining  highly  per¬ 
suasive  but  very  costly  evidence  against  using  a 
large  quantity  of  less  persuasive  but  less  costly 
evidence.  In  general,  an  auditor  should  not  accept 
an  engagement  wherein  the  fee  is  insufficient  to 
allow  him  to  obtain  evidence  to  reduce  the  audit 
risk  to  a  tolerable  level. 


S417J84 


Page  293 


Continued. . . 
Page  4  of  6 


(5) 


Factors  are: 


(c) 


i)  Independence  (from  the  client)  of  the 

provider  of  the  evidence. 

ii)  Qualifications  of  the  provider.  (Is  the 

provider  knowledgeable?) 

iii)  Relevance  of  the  evidence.  (How  directly  does 
the  evidence  relate  to  the  issue  at  hand?) 

iv)  Objectivity  of  the  evidence. 

v)  Effectiveness  of  internal  control. 

vi)  Does  the  evidence  derive  from  the  auditor's 
direct  knowledge  (e.g.,  observation). 

NOTE:  1  mark  for  each  factor  to  a  maximum  of  5  marks. 


16 


Q .  5 

(4)  (a)  While  statistical  sampling  does  not  relieve  an 

auditor  of  the  need  to  exercise  professional  judg¬ 
ment,  the  use  of  these  techniques  requires  the 
auditor  to  quantify  sampling  risk  and  material¬ 
ity.  Thus  the  judgment  is  focused  on  key  param¬ 
eters  of  the  problem.  Also,  since  a  statistical 
plan  is  mathematically  formal,  the  judgments  made 
will  be  well  documented  in  the  auditor's  work- 
papers  . 

(5)  (b)  No.  A  statistical  sampling  plan  requires  that  the 

sample  be  selected  at  random.  A  random  sample  is 
one  in  which  every  possible  combination  of  items 
in  the  population  has  an  equal  chance  of  consti¬ 
tuting  the  sample. 

There  are  several  problems  with  the  selection 
method  used  in  the  past.  The  opening  of  each  book 
"at  random"  and  selecting  one  account  violates  the 
equal  probability  of  selection  requirement,  since 
route  books  contain  from  75  to  125  accounts.  Also, 
it  is  easy  for  the  informal  "open  at  random"  ap¬ 
proach  to  be  biased.  Finally,  selecting  the  fourth 
item  from  "overdue"  lists  (which  no  doubt  vary  in 
number  of  accounts  included)  is  also  non-random. 


(3)  (c)  Since  the  auditor  plans  to 

balances  using  this  sample,  he  is  interested 
the  accuracy  of  dollar  amounts  and  hence 
variables  sampling  plan  is  appropriate, 
attributes  sampling  plan,  on  the  other  hand, 
concerned  with  the  estimation  of  error  rates. 
However,  the  auditor  could  also  use  Dollar  Unit 


confirm  account 
in 
a 
An 
is 


sampling,  which  is  a  form  of  attributes  sampling. 
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(4)  ( d)  Alpha  risk  is  the  conditional  probability  that  an 

auditor  issues  a  qualified  or  adverse  opinion 
when,  in  fact,  the  financial  statements  are  not 
materially  misstated. 


Beta  risk  is  the  conditional  probability  that  an 
auditor  issues  an  unqualified  opinion  when,  in 
fact,  the  financial  statements  are  materially 
misstated.  Of  the  two  risks,  auditors  typically 
view  Beta  risk  as  being  the  more  critical. 


Q . 6  NOTE:  1  1/2  marks 

(a)  ii) 

(b)  iv) 

(c)  iv) 

( d)  ii) 

(e)  i) 

(f)  iii) 

(g)  i) 

(h)  ii) 

(i)  ii) 

( j)  i) 


each. 

(k)  i) 

(l)  i) 

(m)  iii) 

(n)  iv) 

(o)  ii) 

(p)  iv) 

(q)  ii) 

(r)  iii) 

(s)  iii) 

(t)  iv) 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

ACCOUNTING  421  EXAMINATION 

December,  1983 

Time:  3  Hours 

20  Q.l 

The  traditional  accounting  concept  of  conservatism  is  discussed  in  the  lesson  notes  and 
readings. 

REQUIRED: 

(8) 

(a)  Define  conservatism  and  give  three  examples  of  its  application  in  acccounting 
practice. 

(12)  (b)  Discuss  both  justifications  for  and  objections  to  conservatism. 


15  Q.2 

CR  Holdings  Ltd.  is  in  the  business  of  buying  and  selling  widgets.  Its  financial  position  on 
January  1,  1979,  was: 

Accounts  Owners’ 

Cash  Receivable  Inventory  Equity 

15,000  3,000  5,000  23,000 

During  the  first  six  months  of  1979  the  following  occurred: 

1)  The  accounts  receivable  from  customers  at  the  beginning  of  the  period  was  received. 

2)  Sales  revenue  earned  throughout  the  period  (all  of  which  has  been  collected) 
amounted  to  $5,000. 

3)  The  cost  of  goods  sold  was  $2,000. 

4)  Wages  incurred  and  paid  throughout  the  period  were  $2,000. 

5)  Advertising  expense  (paid  on  January  2,  1979)  was  $500. 

6)  On  June  30. 1979,  the  cost  of  replacing  the  inventory  sold  had  risen  to  $2,500. 

REQUIRED: 

(5) 

(a)  Present  the  income  statement  for  CR  Holdings  Ltd.  for  the  period  ended  June  30, 
1979,  to  show  i)  the  conventional  accounting  model,  and  ii)  the  replacement  cost 
model. 

(5) 

(b)  In  what  ways  does  the  replacement  cost  model  better  represent  the  operations  of  the 
company? 

(5) 

(c)  In  what  ways  does  the  conventional  accounting  model  better  represent  the  operations 
of  the  company? 

20  Q.3 

Expenditures  for  research  and  development  have  sometimes  been  regarded  as  assets  and 
sometimes  as  expenses. 

REQUIRED: 

(12) 

(a)  Discuss  the  theoretical  considerations  which  are  important  in  deciding  whether  an 
expenditure  for  research  and  development  is  an  asset  or  an  expense. 

(8) 

(b)  Describe  briefly  the  present  official  position  in  Canada  regarding  treatment  of 
expenditures  for  research  and  development. 
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13  Q.4  Select  the  best  answer  for  each  of  the  following  unrelated  items.  Answer  each  of  these 

items  in  your  examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i) 
is  the  best  answer  for  item  (a)  write  a  i)  in  your  examination  booklet.  Select  only  one 
answer  for  each  item.  Each  correct  answer  will  receive  1  mark.  If  more  than  one  answer  is 
given,  that  item  will  not  be  marked.  Marks  will  not  be  deducted  for  wrong  answers,  and 
no  account  will  be  taken  of  any  explanations  you  offer. 

(a)  A  feature  common  to  both  stock  split-ups  and  stock  dividends  is: 

i)  a  reduction  in  total  capital  of  a  corporation. 

ii)  a  transfer  from  retained  earnings  to  contributed  capital. 

iii)  a  reduction  in  book  value  per  share. 

iv)  an  inclusion  in  a  conventional  statement  of  changes  in  financial  position. 

(b)  The  directors  of  Corel  Corporation,  whose  $40  par  value  common  stock  is  currently 
selling  at  $50  per  share,  have  decided  to  issue  a  stock  dividend.  The  Corporation  has 
an  authorization  for  200,000  shares  of  common,  has  issued  1 10,000  shares  of  which 
1 0,000  shares  are  now  held  as  treasury  stock,  and  desires  to  capitalize  $400,000  of  the 
retained  earnings  balance.  To  accomplish  this,  the  directors  should  declare  a  stock 
dividend  of: 

0  10%. 

ii)  8%. 

iii)  5%. 

iv)  2%. 

(c)  Stock  warrants  outstanding  should  be  classified  as: 

i)  liabilities. 

ii)  reductions  of  capital  contributed  in  excess  of  par. 

iii)  assets. 

iv)  additions  to  contributed  capital. 

(d)  In  accounting  for  a  pension  plan  any  difference  between  the  pension  cost  charged  to 
expense  and  the  payments  into  the  funding  agency  should  be  reported  as: 

i)  an  offset  to  the  liability  for  past  service  cost. 

ii)  an  accrued  liability  or  deferred  pension  cost. 

iii)  an  operating  expense  in  the  current  period. 

iv)  an  accrued  actuarial  gain. 

(e)  On  December  31,  when  the  Rand  Company’s  stock  was  selling  at  $36  per  share,  its 
shareholders’  equity  accounts  were  as  follows: 

Capital  stock  (par  value  $20)  100,000  shares  issued  $2,000,000 

Premium  on  capital  stock  800,000 

Retained  earnings  4,550,000 

If  a  100%  stock  dividend  were  declared  and  the  par  value  per  share  remained  at  $20: 

i)  an  entry  need  not  be  made  to  record  the  dividend. 

ii)  capital  stock  would  increase  to  $5,600,000. 

iii)  capital  stock  would  increase  to  $4,000,000. 

iv)  total  shareholders’  equity  would  decrease. 

Continued  .  .  . 
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(f)  How  should  cumulative  preferred  dividends  not  declared  for  the  current  year  be 
treated  in  computing  the  loss  per  share  of  common  stock? 

i)  Deducted  from  the  loss  for  the  year. 

ii)  Added  to  the  loss  for  the  year. 

iii)  Deducted  from  net  income  in  the  year  paid. 

iv)  Added  to  net  income  in  the  year  paid. 

(g)  The  issuer  of  a  5%  common  stock  dividend  to  common  shareholders  preferably 
should  transfer  from  retained  earnings  to  contributed  capital  an  amount  equal  to  the: 

i)  market  value  of  the  shares  issued. 

ii)  book  value  of  the  shares  issued. 

iii)  par  or  stated  value  of  the  shares  issued. 

(h)  On  July  2  of  Year  10,  the  Smith  Company  granted  options  to  purchase  10,000  shares 
of  its  common  stock  at  $20  per  share.  The  market  price  of  the  common  stock  was  $40 
per  share  at  December  31  of  Year  10  and  averaged  $25  per  share  during  Year  10. 
There  was  no  change  in  the  100,000  shares  of  outstanding  common  stock  during  Year 
10.  The  number  of  shares  to  be  used  in  computing  fully  diluted  earnings  per  share  is: 

i)  110,000. 

ii)  100,000. 

iii)  105,000. 

iv)  102,000. 

v)  some  other  amount. 

(i)  The  term  private  corporation  as  distinct  from  public  corporation  means  those 
corporations: 

i)  with  shares  listed  on  the  Toronto  Stock  Exchange  and/or  other  stock  exchanges. 

ii)  which  are  organized  and  operate  to  earn  a  profit. 

iii)  whose  shares  are  not  owned  by  the  federal  or  provincial  government. 

iv)  which  are  owned  by  a  small  number  of  owners  and  whose  bonds  or  shares  are  not 
offered  to  the  public. 

(j)  Total  shareholders'  equity  is  not  affected  by: 

i)  the  issuance  of  a  stock  dividend  (common  on  common). 

ii)  the  creation  of  a  “reserve”  for  current  income  taxes. 

iii)  the  sale  of  treasury  stock  at  a  price  in  excess  of  cost. 

iv)  the  declaration  of  a  cash  dividend. 

(k)  Income  tax  allocation  procedures  are  not  appropriate  when: 

i)  actual  income  taxes  paid  during  the  period  exceed  the  income  taxes  computed  on 
pre-tax  accounting  income. 

ii)  income  taxes  computed  on  pre-tax  accounting  income  exceed  actual  income 
taxes  paid  during  the  period. 

iii)  an  expense  deducted  for  financial  reporting  is  not  deductible  for  income  tax 
purposes  in  any  period. 

iv)  a  cost  expensed  this  period  for  income  tax  purposes  is  deferred  for  financial 
reporting  in  a  later  period. 


Continued .  .  . 
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12  Q.5 

(l)  The  past  service  cost  of  a  pension  plan  should  be: 

i)  recognized  in  full  as  an  expense  of  the  period  the  pension  plan  is  adopted. 

ii)  charged  over  a  reasonable  number  of  current  and  future  years. 

iii)  charged  to  retained  earnings  as  prior  period  adjustment. 

iv)  amortized  over  5-10  years. 

(m)  Dividends  in  arrears  on  a  cumulative  preferred  stock  would  be  reported  on  the 
balance  sheet: 

i)  as  a  current  liability. 

ii)  as  a  current  liability  if  payment  within  the  operating  cycle  is  expected. 

iii)  as  a  noncurrent  liability. 

iv)  in  an  explanatory  note. 

Justify  the  use  of  the  modified  accrual  basis  of  accounting  as  applied  in  governmental 
accounting. 

12  Q.6 

In  pension  accounting,  confusion  sometimes  arises  due  to  problems  over  definition  of 
commonly  used  pension  terms. 

REQUIRED: 

Define  the  following: 

(a)  vesting 

(b)  funding 

(c)  past  service  costs 

(d)  actuarial  revaluations 

8  Q.7 

In  current  Canadian  practice,  there  is  some  confusion  over  theories  of  owners’  equity.  In 
particular,  the  Handbook  requires  the  Parent  Theory  for  acquisition  date  differentials 
and  the  Entity  Theory  for  post-acquisition  transactions, 

REQUIRED: 

Present  examples  of  Canadian  Consolidation  practice  wher t  Handbook  recommendations 
imply: 

(4) 

(a)  the  Parent  Theory  (present  three  examples). 

(4) 

(b)  the  Entity  Theory  (present  one  example). 

100 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ACCOUNTING  421  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

Many  students  displayed  poor  exam  techniques;  even  complete  dis¬ 
regard  for  basic  CGA  exam  instructions.  Many  students  were  weak 
in  2nd  level  prerequisites  which  were  covered  for  the  second  time 
in  421  and  many  were  unable  to  cope  with  questions  and  issues 
which  had  been  directly  covered  in  421  Assignments. 

Specific 

Q.l  Many  students  displayed  an  embarrassing  lack  of  under¬ 
standing  of  this  basic  concept,  even  though  they  have  been 
exposed  to  conservatism  since  1st  level.  The  definition 
and  examples  were  handled  best,  although,  some  students 
carelessly  described  "revenue"  as  "income".  The  main  pro¬ 
blem  with  part  (b)  often  had  to  do  with  lack  of  planning 
by  students: 

-  redundancies:  citing  the  same  argument  more  than 
once ; 

-  providing  very  incomplete  answers  for  a  12-mark 

question  (part  ( b ) ) ,  i.e.,  providing  only  one  or  two 

arguments ; 

-  focusing  on  only  one  issue  (some  students  answered 
as  though  this  were  a  current  cost-historical  cost 
question ) . 

Q . 2  This  easy  question  was  not  done  as  well  as  might  be  ex¬ 
pected.  Many  students  could  calculate  the  incomes  (part 

(a) ),  but  could  not  explain  their  significance  (parts  (b) 
and  ( c ) ) .  Three  main  errors  were  apparent: 

a  realized  holding  gain  was  calculated  but 
misinterpreted  because  students  did  not  understand  the 
RC  model; 

-  students  became  confused  with  the  GPLA  model,  be¬ 
cause  they  did  not  understand  Lesson  2; 

-  students  did  not  know  the  desirable  attributes  of 
the  HC  model;  even  though  it  is  basic  and  fundamental 
material . 

It  should  be  noted  that  this  question  was  very  thoroughly 
covered  in  the  Review  Questions  and  the  Assignment  for 
Lesson  2. 

Q.3  Answers  to  this  topical  issue  were  weakened  for  two  main 
reasons.  Many  students  seemed  unable  to  distinguish  theo¬ 
retical  considerations  from  current  practice  and,  accord¬ 
ingly,  gave  the  answer  to  part  (b)  for  part  (a).  Almost 
one-third  of  the  students  did  not  know  the  current  Cana¬ 
dian  treatment  for  R  &  D  and  thus  could  not  answer  part 

( b )  I  A  question  on  the  Assignment  for  Lesson  4  covered  al¬ 
most  exactly  the  material  required  to  answer  this  ques¬ 
tion. 
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Most  students  did  reasonably  well  on  this  Lesson  5 
material,  which  was  a  review  of  2nd  level  accounting. 
Parts  (g)  and  (h)  were  often  missed,  perhaps  because  the 
questions  were  concerned  with  rather  subtle  points. 
Surprisingly,  some  students  lacked  the  presence  of  mind  to 
guess  at  parts  where  they  were  "stuck"  and  they  left  these 
parts  blank. 

Several  of  the  13  points  were  covered  directly  in  the 
Assignment  to  Lesson  5. 

0.5  The  great  majority  of  students  mistook  the  modified  cash 
basis  for  the  modified  accrual  basis.  This  meant  that 
arguments  focused  on  revenues  rather  than  on  expenses. 
Also,  a  lot  of  space  was  devoted  to  describing  and  criti¬ 
quing  the  wrong  model.  This  massive  confusion  is  puzzling 
because  the  modified  cash  basis  was  specifically  covered 
in  the  Assignment  to  Lesson  7. 

0.6  This  was  a  straightforward  question,  calling  for  defini¬ 
tions  of  basic  pension  terms,  definitions  which  are 
directly  provided  in  the  Handbook.  Most  students  did  quite 
well,  although  a  significant  number  could  not  handle 
"vesting" . 

Q.7  Many  students  received  zero  for  this  question,  which  was 
designed  to  be  an  easy  test  of  consolidation  basics.  The 
poor  performance  was  disappointing,  because: 

(1)  The  issue  was  covered  in  both  Lessons  8  and  9  and  the 
Fraser  text.  Chapter  4; 

(2)  Assignment  9  provided  ample  practice  in  dealing  with 
the  different  theories  of  owners'  equity;  and 

(3)  The  question  preamble  and  requirements  carefully  spe¬ 
cified  the  limited  nature  of  the  required  answer. 

Some  students  seemed  quite  unfamiliar  with  the  Fraser 
material  and,  thus,  could  not  easily  provide  the  answers. 
A  large  number  of  students  seemed  to  completely  misread 
the  question  and  requirements  and  provided  a  lot  of  ir¬ 
relevant  materials;  for  example: 

-  comparisons  of  the  Parent  and  Entity  views, 

-  criteria  for  consolidations, 

-  discussions  on  other  issues,  such  as  joint  ventures, 
the  equity  basis  of  accounting  for  intercorporate 
i nvestments . 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

20 


ACCOUNTING  421  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Q  i 

(8)  (a)  Hendriksen  (pp.  81-3)  covers  this  topic.  The  term  is  introduced  on  p.  81,  while  the 

pros  and  cons  are  discussed  on  pp.  82-3.  The  lesson  notes  (2:6)  also  discuss 
conservatism,  although  in  the  context  of  current  value. 

(5)  Definition: 

Where  alternative  accounting  treatments  are  available  (each  having  some  reasonable 
support),  the  alternative  having  the  least  favorable  immediate  influence  on  owners’ 
equity  is  chosen.  The  notes  say,“...  to  tend  towards  understating  assets  and  revenues 
and  overstating  liabilities  and  expenses  when  making  accounting  measurements.” 

(3)  Conservatism;  examples  of  application  (any  three): 

i)  report  the  lowest  of  several  possible  values  for  assets  and  revenues  (e.g.,  inventory 
valuation); 

ii)  report  the  highest  of  several  possible  values  for  liabilities  and  expenses  (e.g., 
depreciation); 

iii)  recognize  expenses  sooner  rather  than  later  (e.g.,  research  costs); 

iv)  recognize  revenues  later  rather  than  sooner  (e.g.,  holding  gains). 

No  marks  were  awarded  for  examples  of  other  principles  (e.g.,  matching). 

(12)  (b)  Three  justifications  and  objections  are  in  Hendriksen: 

(4)  i)  Conservatism  is  necessary  as  a  countervailing  influence,  given  the  tendency  for 

management  to  bias  its  judgment  towards  “optimism”.  But  statements  of 
management  are  used  for  decision  making,  and  understatement  is  just  as  bad  as 
overstatement;  they  are  both  misleading. 

(4)  ii)  Arguments  are  put  forward  that  the  overstatement  of  profit  and  valuation  is 
“worse  ’  than  understatement.  The  consequences  of  loss  or  bankruptcy  are  worse 
than  those  of  a  gain.  But,  in  effect,  there  are  two  sets  of  rules  to  recognize  and 
measure  losses  and  gains.  The  accountant  is  in  a  good  position  to  assess  the  risk, 
but  risk  is  a  subjective  evaluation,  so  we  err  on  the  side  of  being  risk-averse. 

(4)  iii)  The  accountant  has  more  information  than  can  be  communicated,  and  he  is  faced 
with  the  danger  of  Type  I  and  Type  II  errors.  He  leans  towards  Type  I  and  so  we 
are  “conservative”.  The  objection  is  that  the  consequences  of  both  types  are 
equal.  There  is  no  evidence  that  Type  I  error  consequences  are  less  than  Type  11 
consequences. 

Justifications 

(2  marks  each) 

i)  counteract  management  bias 


ii)  profit  overstatement  worse  than 
understatement 

iii)  Type  I  error  less  serious  than  Type 
II  error 

iv)  minimize  income  taxes 


Objections 

(2  marks  each) 

i)  understatement  as  misleading  as 
overstatement  (or,  quote  the 
income  tax  argument) 

ii)  err  on  side  of  risk-aversion 

iii)  no  evidence  that  Type  II  worse 
than  Type  1  (or.  quote  Sterling’s 
intent  to  deceive) 

iv)  conflicts  with  other  GAAP 

v)  current  cost  arguments  (1  mark) 
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Source:  Lesson  2  ,  Section  4.  Also.  Hendricksen,  pp. 228-230. 


15  Q.2 


(5)  (a)  CR  Holdings  Ltd. 

Income  Statement 
For  the  period  ended  June  30,  1979 


i)  GAAP 

ii)  Replacement 
Cost 

Sales 

$5,000 

$5,000 

Cost  of  goods  sold 

2.000 

2,500 

Gross  profit 

$3,000 

$2,500 

Expenses: 

Wages 

$(2,000) 

$(2,000) 

Advertising 

(500) 

(500) 

Net  income 

$  500 

$  0 

NOTE: 

Students  might  follow  a  different  realization  practice  and  show  a  $500  holding  gain  in 
the  RC  model,  to  yield  a  $500  net  income.  Then,  the  answer  to  part  (b)  should  turn  on 
the  usefulness  of  the  distinction  between  holding  and  trading  gains.  Holding  the 
goods  represents  an  opportunity  cost  of  $2,500,  not  $2,000. 

(5)  (b)  The  company  cannot  be  said  to  have  gained  operating  profits  until  it  replaces  the 

inventory  which  it  has  sold.  In  this  instance  there  is  no  increase  in  wealth,  because  the 
replacement  cost  increases  “ate-up”  the  mark-up  on  goods  sold. 

(5)  (c)  The  argument  is  that  merchandisers  mark-up  cost  and  thus  produce  a  trading  profit. 

If  they  decide  to  replace  the  inventory,  it  is  for  future  sales  at  a  future  marked-up 
selling  price.  The  objective  of  the  firm  is  to  make  trading  profits,  not  to  acquire  and 
hold  inventory.  Therefore,  the  GAAP  model  provides  the  best  measure  of 
performance. 

20  Q.3  Source:  Lesson  4.  Section  4.  Also,  Hendricksen.  pp.  406-407. 

( 1 2)  (a)  Research  and  development  outlays  are  made  to  acquire  increased  net  cash  inflows  in 

the  future.  The  difficulty  is  that  such  increased  cash  flows  are  very  uncertain  as  to 
occurrence  and  indefinite  as  to  timing. 
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(4)  For  identifiable  projects  with  specific  objectives  a  good  argument  can  be  made  for 
regarding  all  expenditures  as  assets  as  long  as  the  project  is  actively  continued.  Only 
reasonable  expectation  of  a  net  return  would  induce  a  firm  to  continue  a  project 
rather  than  abandon  it.  Of  course,  a  project  may  be  continued  if  the  net  benefits 
exceed  the  required  added  outlays  even  though  they  may  not  be  sufficient  to  recoup 
the  sunk  costs  already  incurred. 

The  real  difficulty  is  determining  how  longa  project  remains  an  asset.  A  project  that  is 
abandoned  probably  has  insufficient  anticipated  net  cash  flows  to  justify  any 
additional  expenditure.  The  accumulated  outlays  represent  an  expense  and  not  an 
asset.  At  the  other  extreme,  a  project  which  begins  to  yield  net  cash  inflows 
immediately  on  completion  represents  an  asset.  The  dollar  measure  of  the  asset  is  best 
expressed  as  the  discounted  present  value  of  the  future  net  cash  inflows.  This 
discounted  present  value  measure  of  the  asset  may  be  much  greater  or  much  less  than 
the  cost  of  the  project. 

Continued... 
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(4)  Somewhat  more  difficult  are  the  R  and  D  outlays  of  a  more  general  nature  that  are 
not  linked  to  specific  projects.  Often  this  type  relates  to  basic  research  where  the 
search  is  simply  for  new  knowledge  which  may  or  may  not  have  prospects  for 
commercial  application. 

In  such  instances,  the  future  benefits  may  be  so  uncertain  that  the  outlays  are 
regarded  as  an  expense  as  a  practical  expedient.  Even  in  this  case,  a  firm  is  acquiring 
valuable  knowledge  (an  asset)  or  else  it  would  not  continue  to  make  such  outlays. 
Perhaps  accumulating  such  costs  in  pool  and  amortizing  the  pool  in  a  systematic 
manner,  much  as  capital  cost  allowance  pools  are  treated,  would  be  preferable.  Such 
a  procedure  would  at  least  smooth  out  wide  swings  in  R  and  D  expense  caused  simply 
by  the  fairly  arbitrary  decision  as  to  when  to  spend  money. 

(4)  Management  and  investment  motives  are  also  relevant.  Because  management  is  often 
evaluated  on  the  “bottom  line”, management  may  attempt  to  expense  R  and  D  so  as  to 
smooth  income,  rather  than  ro  maximize  benefits  to  the  firm.  Similarly  investor 
interest  in  ROI  and  EPS  may  influence  the  directors  in  advocating  or  discontinuing  R 
and  D  expenditures. 

(8)  (b)  The  present  position  in  Canada 

Research  costs  are  treated  as  an  expense  in  the  period  in  which  they  are  incurred. 

In  general,  development  expenditures  are  similarly  treated  as  an  expense. 

There  is  provision  for  treating  some  development  costs  as  an  asset  if  they  are  for  a 
clearly  defined  product  or  process  where  there  is  good  evidence  as  to  its  technical  and 
market  feasibility.  Per  Handbook:  Section  3450: 


13 


12 


Marks  Paragraph 

( 1 )  .16  expense  research  costs 

(2)  .17  expense  development  costs,  except: 

(5)  .21  defer  if:  -  defined  product 

-  technically  feasible 

-  intend  to  market 

-  market  defined 

-  able  to  finance 

Q  4  Source:  Lesson  5.  Section  4.  Also,  Hendricksen,  chapter  20. 


(a) 

(b) 

(c) 

(d) 

(e) 
(0 
(g) 


(h) 

iii) 

(■) 

iv) 

O') 

i) 

00 

iii) 

(l) 

ii) 

(m) 

iv) 

Q.5  Source:  Lesson  7,  Section  4(c). 

Support  tor  the  use  of  the  modified  accrual  basis  of  accounting  for  governmental  funds 
and  lor  expendable  trust  funds  lies  in  the  importance  of  the  operating  budget  as  a  control 
device  for  those  funds.  The  modified  accrual  basis  of  accounting  is  used  where  budget 
appropriations  do  not  provide  for  certain  expenditures  (e.g.,  interest).  In  these  instances 
the  accrual  is  omitted  and  the  expense  recorded  when  payment  is  actually  made. 


S42ID83 


Page  304 


Page  3  of  4 


12  Q.6 


Source:  Lesson  10.  Section  2.  Also  Handbook.  Section  3460. 


(a)  Vesting  means  the  irrevocable  passing  over  to  the  employee  either  rights  to  pension 
benefits  or  to  withdrawal  privileges  (3460.04). 

(b)  Funding  refers  to  payments  paid  periodically  to  a  trustee  (or  to  an  insurance 
company  or  a  special  fund)  to  provide  for  pension  benefits  (3460.06). 

(c)  Past  service  costs  refer  to  pension  costs  arising  from  introduction  of  a  pension  plan  or 
a  modification  of  an  existing  plan,  and  can  be  contrasted  with  “current  service  costs” 
(3460.17). 

(d)  Actuarial  revaluations  are  usually  carried  out  at  regular  intervals  because  of  the 
uncertainty  involved  in  pension  calculations.  The  actuary  reviews  his  assumptions 
and  calculations  in  the  light  of  information  which  may  have  turned  up  since  the  last 
actuarial  valuation  (3460.21). 

8  Q.7  This  material  is  in  Lesson  9,  Section  1  and  Fraser,  pp.  20  to  30.  (Summarized  on  pp.  29 

-  30.) 

Parent 

(4)  (a)  Any  three  of  the  following: 

i)  Only  the  parent's  share  of  the  fair  value  excessof  net  identifiable  assets  is  included 
in  the  consolidated  balance  sheet. 

ii)  Only  the  parent’s  share  of  the  excess  of  cost  over  fair  value  (i.e.,  goodwill)  is 
included  in  the  consolidated  balance  sheet. 

iii)  On  the  date  of  acquisition,  minority  interest  is  valued  at  net  book  value. 

iv)  The  minority  share  in  net  income  is  deducted  separately  as  a  minority  interest 
expense  on  the  consolidated  income  statement. 

Entity 

(4)  (b)  One  of  the  following: 

i)  The  entire  unrealized  intercompany  gains  or  losses  from  upstream  transactions 
are  eliminated  (and  allocated  on  a  prorata  basis). 

ii)  The  entire  unrealized  intercompany  gains  or  losses  from  downstream 
transactions  are  eliminated  (and  charged  to  the  parent). 

iii)  In  contrast  to  iv)  above,  the  entire  income  statement  treatment  (until  the  Ml 
deduction)  could  be  characterized  as  entity  theory  oriented  (3  marks). 

^  END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

15 


ACCOUNTING  421  EXAMINATION 
March,  1984 


Time:  3  Hours 

Q.  1  Accountants  are  quite  accustomed  to  depreciation  calculations  as  allocations  of  the 
historical  cost  of  an  asset  and  this  concept  of  depreciation  is  “enshrined”  in  income  tax 
law  (via  capital  cost  allowance).  However,  some  authors  of  the  readings  assigned  in  this 
course  do  not  agree  with  the  generally  accepted  practice  for  depreciation. 

REQUIRED: 

List  and  briefly  discuss  the  objections  to  GAAP  for  depreciation. 

Q.2  Select  the  best  answer  for  each  of  the  following  items.  Answer  each  of  these  items  in  your 
examination  booklet  by  giving  the  number  of  your  choice.  For  example,  if  i)  is  the  best 
answer  for  item  (a)  write  a  i)  in  your  examination  booklet.  Support  your  answer  with 
calculations.  Each  correct  answer  will  receive  2  marks  and  no  marks  will  be  deducted  for 
incorrect  answers.  Select  only  one  answer  for  each  item. 

NOTE:  The  following  information  is  applicable  to  items  (a)  through  (d). 

Equipment  was  purchased  for  $120,000  on  January  1,  1986,  when  the  price  index  was  100, 
and  was  sold  on  December  31,  1988,  at  a  price  of  $85,000.  The  equipment  originally  was 
expected  to  last  six  years  with  no  salvage  value  and  was  depreciated  on  a  straight-line 
basis.  The  price  index  at  the  end  cf  1986  was  125;  1987,  150;  and  1988,  175. 

(a)  Price-level  financial  statements  prepared  at  the  end  of  1986  would  include: 

i)  equipment  $150,000;  accumulated  depreciation  $25,000;  and  a  gain  of  $30,000. 

ii)  equipment  $150,000;  accumulated  depreciation  $25,000;  and  no  gain  or  loss. 

iii)  equipment  $150,000;  accumulated  depreciation  $20,000;  and  a  gain  of  $30,000. 

iv)  equipment  $120,000;  accumulated  depreciation  $20,000;  and  a  gain  of  $30,000. 

v)  none  of  the  above. 

(b)  Price-level  comparative  statements  prepared  at  the  end  of  1987  would  show  the  1986 
financial  statements’  amount  for  equipment  (net  of  accumulated  depreciation)  at: 

i)  $150,000. 

ii)  $125,000. 

iii)  $100,000. 

iv)  $  80,000. 

v)  none  of  the  above. 

(c)  Price-level  financial  statements  prepared  at  the  end  of  1987  should  include  depreciation 
expense  of: 

i)  $35,000. 

ii)  $30,000. 

iii)  $25,000. 

iv)  $20,000. 

v)  none  of  the  above. 

(d)  The  general  price-level  income  statement  prepared  at  the  end  of  1988  should  include: 

i)  a  gain  of  $35,000. 

ii)  a  gain  of  $25,000. 

iii)  no  gain  or  loss. 

iv)  a  loss  of  $  5,000. 

v)  none  of  the  above. 
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10  Q.3  It  has  been  said  that  the  most  frequently  published  summary  accounting  figures  are 

earnings  per  share  figures. 

REQUIRED: 

Present  arguments  for  and  against  the  usefulness  of  earnings  per  share  figures. 

18  Q.4  The  new  Section  1650  of  the  Handbook  on  foreign  currency  translation  was  issued  June, 

1983. 


REQUIRED: 

Summarize  the  new  foreign  currency  translation  procedures  and  the  procedures  for 
handling  foreign  exchange  gains  and  losses  under  the  following  headings: 


10 


25 


(6)  (a)  translation  of  foreign  currency  transactions; 

(6)  (b)  translation  of  financial  statements  of  integrated  foreign  operations; 

(6)  (c)  translation  of  financial  statements  of  self-sustaining  foreign  operations. 

Q.5  An  acquaintance  states  that  he  uses  the  equity  method  of  accounting  for  his  company’s 
investment  in  a  subsidiary  because,  if  he  did  not  do  so,  he  would  not  be  able  to  consolidate 
the  statements  of  the  two  companies. 

REQUIRED: 

Explain  why  this  is  not  a  logical  statement. 

Q.6  On  January  1,  1984,  Parent  Ltd.  purchased  80%  of  the  outstanding  voting  shares  of 
Subsidiary  Ltd.  for  S42.00,  when  the  asset-liability  positions  were  as  follows: 


Balance  Sheets 
as  at  January  1,  1984 

Parent  Subsidiary  Subsidiary 

Book  Value  Book  Value  Fair  Value 


Current  assets 

$108 

$  80 

$  80 

Equipment 

— 

20 

21 

Investment  in  Subsidiary 

42 

— 

$150 

$100 

Liabilities 

$  50 

$  60 

$  60 

Shareholders’  equity 

100 

40 

$150 

$100 

REQUIRED: 

Prepare  consolidated  balance  sheets  at  acquisition  in  accordance  with  the  proprietary, 
parent  and  entity  theories. 
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14  Q.7 

If  the  terms  of  a  lease  meet  certain  criteria,  according  to  Section  3065  of  the  Handbook 
both  the  lessor  and  lessee  must  consider  it  to  be  a  capital  lease. 

REQUIRED: 

(6) 

(a)  Cite  arguments  for  the  capitalization  of  leases. 

(8) 

(b)  Cite  arguments  against  the  capitalization  of  leases. 

100 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 

ACCOUNTING  421  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 

General 

Although  the  overall  pass  rate  was  not  good  for  this  supplemen¬ 
tary  exam  session,  some  excellent  papers  were  turned  in.  As 
usual,  many  students  did  not  seem  to  have  read  question  require¬ 
ments  carefully  and  also  many  students  did  not  seem  to  have 
planned  their  answers. 

Specific 

Q.l  A  total  of  23  marks  were  available  in  the  suggested  solu¬ 
tion,  with  an  average  grade  of  10-12  earned  by  students. 
In  general,  most  provided  an  argument  involving  management 
manipulation  and  either  of  "empirical  verification"  or 
"current  value";  while  somewhat  less  than  50%  considered 
both,  or  "decision  relevance".  Very  few  papers  left  the 
marker  with  a  feeling  that  they  had  a  firm  grip  on  the 
issues.  Most  appeared  to  be  taking  a  "stab". 

Q.2  This  general  price-level  restatement  question  was  quite 
well  handled  by  most  students. 

Q.3  The  fact  that  the  suggested  solution  provided  a  possible 
14  marks  failed  to  result  in  high  marks.  Most  were  able  to 
relate  two  issues  "for"  and  one  issue  "against"  EPS.  The 
most  common  answers  were  "comparison"  and  "pro  forma"  in 
favor,  with  "complexity"  against. 

Q.4  (a)  The  marker  estimated  that  60%  of  students  missed  the 

distinction  between  transactions  and  translation  of 
subsidiary  financial  statements. 

98%  missed  any  reference  to  hedging. 

70-80%  did  not  refer  to  different  treatment  of  long¬ 
term/fixed  life  monetary  items. 

(b)  30%  missed  out  any  reference  to  gains  or  losses  and 
their  treatment. 

30-40%  did  not  distinguish  between  monetary  and  non¬ 
monetary  assets  and  liabilities. 

30%  referred  only  to  the  temporal  method  and  did  not 
summarize  the  procedures. 

(c)  75-80%  missed  any  reference  to  effect  of  inflation  and 
40%  missed  out  "gains  and  losses"  being  deferred,  and 
when  they  did  half  referred  to  them  as  "deferred  and 

amortized" . 
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Q.5 


Q.6 


Q.7 


Responses  to  this  question  were  at  two  extremes;  some 
quite  correct  and  others  indicating  failure  to  grasp  the 
question.  The  most  common  response  in  failing  answers  was, 
"the  equity  basis  is  a  one-line  consolidation",  without 
accompanying  explanation. 

Students  who  failed  this  question  either  did  not  know  the 
basic  parent-investment,  subsidiary-equity  elimination  for 
consolidations  or  did  not  appreciate  the  differences 
between  the  proprietorship,  parent  and  entity  theories. 

80%  of  answers  gave  too  few  arguments  for  or  against, 
often  with  one  argument  repeated  several  times. 


Arguments  "against"  were  generally 
poorly  than  "for"  arguments.  70% 
"against"  were  arguments  against 
against  capitalization  of  leases. 


answered 
of  the 
"leasing" 


much  more 
arguments 
and  not 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 


ACCOUNTING  421  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


15  Q.  1  The  following  objections  were  cited  in  course  materials: 


8 


10 


(5)  (a)  Allocation  is  used  as  a  substitute  for  measurement  of  the  value 

—  we  will  not  develop  measurement  techniques  unless  we  attempt  to. 

(5)  (b)  Defining  depreciation  as  a  cost  allocation,  not  asset  decline,  precludes  testable, 

empirical  measurement. 

(5)  (c)  Depreciation  has  no  “theoretical  import”;  it  has  no  usefulness  or  decision  relevance: 

—  “hage”  example  from  Sterling; 

—  Sterling's  challenge  to  show  a  decision-model  where  depreciation  is  relevant. 

(5)  (d)  Arguments  for  replacement  cost  or  some  other  kind  of  current  value  depreciation 

were  accepted  as  a  substitute  for  (a)  above. 

(3)  (e)  Arguments  about  bias,  inconsistency,  lack  of  comparability,  subjectivity,  etc.  were 

awarded  marks,  as  a  substitute  for  (b)  above. 

Q.2  NOTE:  2  marks  for  each  item. 


Book  Value 

Factor 

Price  Level 

(a) 

ii) 

Equipment 

Accumulated  depreciation 

$120,000 

20,000 

125/100 

125/100 

$150,000 

25,000 

Book  Value 

Factor 

Price  Level 

(b) 

i) 

Equipment 

Accumulated  depreciation 

$120,000 

20,000 

150/100 

150/100 

$180,000 

30,000 

$150,000 

(c) 

ii) 

$20,000  *  150/100  =  $30,000 

(d) 

v) 

Book  value  $60,000  * 

Proceeds 

175/100  = 

$105,000 

85,000 

Loss 

$  20,000 

Q.3  Arguments  for: 

i)  useful  to  predict  future  dividends  and  share  prices; 

ii)  useful  to  evaluate  management  effectiveness  and  dividend  policy;  and 

iii)  pro  forma  figures  can  be  included  (pro  forma  means  have  both  the  “prospectus-style” 
pro  forma  figures  and  figures  to  illustrate  the  potential  dilution  of  common  stock 
equivalents). 

iv)  easy  to  understand,  compare  to  other  companies. 

Arguments  against : 

i)  complexities  in  the  determination  of  both  the  numerator  and  denominator; 

ii)  cash  flow  data  is  often  a  better  predictor  of  dividends;  and 

iii)  pro  forma  rather  than  historical  information  is  what  is  required  (notice  that  the  pro 
forma  argument  can  be  used  either  as  an  argument  for  or  against  the  usefulness  of 
earnings  per  share  figures). 

NOTE:  This  solution  is  discussed  in  Hendriksen  on  pp.  497-498  and  in  the  Lesson  Notes 

p.  5:4. 

Marks:  Up  to  2  per  point,  subject  to  a  maximum  of  10. 
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18  Q.4  Reference  is  to  Lesson  Notes,  Lesson  6,  Section  4  and  Handbook  Section  1650. 


(a)  Transactions: 

(2)  Use  the  rate  at  the  date  of  the  transaction,  unless  the  transaction  is  hedged  (when  the 
hedge  terms  dictate  the  rate)  (Paragraph  .14). 

(4)  Gains  or  losses  are  taken  into  income  (unless  taken  up  previously);  except  for  monetary 
items  with  fixed  or  ascertainable  lives,  which  are  deferred  and  amortized  systematically 
over  their  remaining  lives  (Paragraph  20  and  23). 

(b)  Integrated  Foreign  Operations: 

(4)  Monetary  items  at  balance  sheet  date  rates;  non-monetary  items  and  related  amortization 
at  historical  rates;  revenues  and  expenses  at  rates  when  occurred  (approximated  by 
averages)  (Paragraph. 29).  In  paragraph  .07,  this  is  called  the  temporal  method.  Two 
marks  were  awarded  for  simply  specifying  “temporal”  and  not  summarizing  the 
procedures. 

(2)  Gains  and  losses  as  in  part  (a). 


(c)  Self-sustaining  foreign  operations: 

(4)  All  assets  and  liabilities  at  balance  sheet  date  rates;  revenues  and  expenses  as  in  part  (b). 
When  the  foreign  environment  is  highly  inflationary,  treat  as  though  an  integrated 
company  (Paragraph. 33).  In  paragraph  .08,  this  is  called  the  current  rate  method.  As  in 
(b),  two  marks  were  awarded  for  simply  specifying  the  current  rate  method. 

(2)  gains  and  losses  are  deferred  and  included  as  a  separate  item  in  shareholders’  equity, 
except  when  the  foreign  environment  is  highly  inflationary,  when  part  (a)  is  used 
(Paragraph. 36). 

10  Q.5 

(1)  Actually,  the  accountant  must  use  the  equity  method  (Section  3050),  but  not  everyone 
would  call  this  a  logical  error. 

(1)  First,  the  equity  method  is  designed  to  provide  better  information,  because  management 
who  have  significant  influence  should  be  evaluated  on  the  subsidiary’s  increase  (or 
decrease)  in  value. 

(4)  Second,  accounting  for  the  subsidiary  is  a  separate  issue  from  the  consolidated  reporting 
issue. 


(4)  Third,  if  the  cost  method  were  used,  the  accountant  would  simply  have  to  convert  to  the 
equity  method  (perhaps  on  a  worksheet)  before  doing  the  consolidation.  This  point  is 
covered  on  p.  3  of  Fraser. 


25  Q.6  Parent  Ltd. 

Consolidated  Balance  Sheets 
as  at  January  1,  1984 


Proprietary 

Parent 

Entity 

Notes 

Current  assets 

$172.0 

$188.0 

$188.0 

(1) 

Equipment 

16.8 

20.8 

21.0 

(2) 

Goodwill 

9.2 

$198.0 

9.2 

$218.0 

11.5 

$220.5 

(3) 

Liabilities 

$  98.0 

$110.0 

$110.0 

(4) 

Minority  interest 

— 

8.0 

10.5 

(5) 

Shareholders’  equity 

100.0 

$198.0 
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100.0 

$218.0 

100.0 

$220.5 

Continued... 
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14 


Notes: 

Marks 

(1)  Current  assets: 

Proprietary 

108  +  .8  (80) 

=  $172.0 

1 

Parent 

108  +  80 

=  188.0 

1 

Entity 

108  +  80 

=  188.0 

1 

(2)  Equipment: 

Proprietary 

.8  (21) 

=  $  16.8 

1 

Parent 

20  +  .8  (1) 

=  20.8 

1 

Entity 

=  21.0 

1 

(3)  Goodwill: 

Proprietary 

.8  (52.5  -  41.0) 

=  $  9.2 

2 

Parent 

.8  (52.5  -  41.0) 

=  9.2 

2 

Entity 

52.5  -  41.0 

=  11.5 

2 

(4)  Liabilities: 

Proprietary 

50  +  .8  (60) 

=  $  98.0 

1 

Parent 

50  +  60 

=  110.0 

1 

Entity 

50  +  60 

=  110.0 

1 

(5)  Minority  interest: 

Proprietary 

— 

— 

2 

Parent 

.2  (40) 

=  $  8.0 

2 

Entity 

.2  (52.5) 

=  10.5 

2  plus  3  for  shareholders 
equity  and  1  for  format. 

Q.7  This  is  discussed  in  Lesson  10,  Section  1  and  in  Hendriksen  pp.  356-366.  Note  that  the 
“against”  arguments  have  more  weight  than  the  “for”  arguments  (see  Hendriksen  p.  364). 


(6)  (a)  Arguments  for: 

i)  because  the  lessee  gets  the  rights  and  benefits  and  the  lessor  recovers  his 
investment  in  the  asset,  the  lease  is  in  substance,  a  purchase/sale; 

ii)  if  not  capitalized,  both  lessee  and  lessor  balance  sheets  are  incorrect  and  not 
comparable  with  companies  who  purchase /sell;  and 

iii)  permits  separate  valuation  of  the  asset  and  the  liability. 

(8)  (b)  Arguments  against: 

i)  complexity  of  the  requirement,  i.e.,  interest  rates,  separation  of  service  and 
property  payment  components,  etc.; 

ii)  confusion  for  statement  readers  (and  accountants?); 

iii)  creation  of  leases  with  provisions  designed  to  avoid  the  criteria  which  would 
require  capitalization;  and 

iv)  a  lease  is  not  the  same  as  a  purchase  and  therefore,  treating  it  so  is  conceptually 
incorrect. 

NOTE:  3  marks  per  valid  point,  up  to  14  marks. 

100  end  of  solutions 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
December,  1983 


Marks 


Time:  3  Hours 


NOTE: 

1.  This  examination  is  based  on  the  law  as  it  stood  on  July  01,  1982. 

2.  To  obtain  full  marks  to  a  question,  you  should  reference  your  answers  to  the  applicable 
provision(s)  in  the  Income  Tax  Act.  If  a  reference  to  one  or  more  sections  in  the  main  body 
of  the  Act  and  to  the  ITAR  provisions  is  required,  the  applicable  reference  should  be  given 
with  the  relevant  part  of  your  solution. 

3.  Round  all  calculations  to  the  nearest  dollar. 


12  Q.l  In  May  1970,  T  purchased  100  common  shares  of  ABC  Co.  Ltd.  for  $9  per  share.  The 
valuation  day  value  of  these  shares  was  $13  per  share.  In  November  1972,  ABC  Co.  Ltd. 
filed  an  election  under  subsection  83  (1)  and  on  the  next  day  paid  a  non-taxable  dividend 
of  $2  per  share.  In  July  1982,  T  sold  his  100  common  shares  of  ABC  Co.  Ltd.  No  outlays 
or  expenses  were  incurred  for  the  purpose  of  making  this  disposition. 

REQUIRED: 

Assuming,  alternatively,  that  T  received  $6  per  share  and  $12  per  share  as  proceeds  of 
disposition,  calculate  the  capital  gain  (loss)  on  the  disposition  of  the  shares  using  the 
median  rule. 

20  Q.2  B  (a  Canadian  resident)  has  owned  75%  of  the  shares  of  B  Ltd.  (a  Canadian  corporation) 

since  1970.  B  Ltd's  issued  capital  has  consisted  of  1 ,000  common  shares  having  a  paid-up 
capital  of  $10,000.  The  valuation  day  value  of  the  shares  was  $60,000,  which  is  also  their 
present  adjusted  cost  base  to  him.  Their  present  fair  market  value  is  $100,000. 

B’s  children  have  incorporated  A  Ltd.  (a  taxable  Canadian  corporation)  as  a  holding 
company  and  own  all  its  common  shares.  It  is  agreed  that  B  will  sell  his  shares  of  B  Ltd.  to 
A  Ltd.  in  exchange  for  a  combination  of  cash  and  debt  and  voting  redeemable  preferred 
shares  of  A  Ltd.  The  total  purchase  price  of  $100,000  is  paid  as  follows: 


Cash 

$10,000 

Debt 

50,000 

Paid-up  capital  of 

preferred  shares 

40,000 

Total 

$100,000 

REQUIRED: 

Calculate  B's  capital  gain  (or  loss),  if  any,  and  the  ACB  of  the  consideration  received  by  B 
from  A  Ltd. 
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24  Q  3  Alpha  Ltd.  (Alpha)  is  a  Canadian-controlled  private  corporation.  All  of  the  issued  and 
outstanding  shares  of  Alpha  are  owned  by  X,  an  individual  with  a  federal  marginal  rate  of 
25%.  Alpha  earned  $  1 ,000  income  and  distributed  all  of  its  after-tax  income  as  a  dividend. 
(Alpha  pays  provincial  corporate  tax  of  10%.  The  applicable  provincial  individual  tax  is 
48%.) 

REQUIRED: 

Calculate  the  tax  advantages  toXin  1981  of  earning  his  dividend  income  through  Alpha 
rather  than  personally  on  the  basis  of  the  following  assumptions: 

(a)  The  income  is  active  business  income. 

(b)  The  income  is  active  manufacturing  and  processing  business  income. 

(c)  The  income  is  non-qualifying  business  income. 

NOTE:  You  may  assume  that  Alpha  is  within  its  business  limit  and  total  business  limit. 
Ignore  the  federal  tax  reduction  in  subsection  120(3.1),  personal  exemptions,  and  the 
corporate  surtax  in  section  123.3.  (Show  all  calculations  clearly.) 

Quebec  students  should  ignore  the  5%  surtax  and  the  optional  standard  deduction  of 
$100. 

16  Q.4  X  and  Y,  the  members  of  the  firm  X-Y,  have  agreed  that  X  will  receive  $40,000  for  his 

partnership  interest  and  will  retire  from  the  firm  and  that  Y  will  continue  to  carry  on  the 
business  as  a  sole  proprietor.  The  balance  sheet  of  the  firm  before  X’s  retirement 
(expressed  in  tax  values)  is  as  follows: 


Assets  Liabilities  and  Capital 


Cash  in  bank 

$16,000 

Liabilities 

$42,000 

Accounts  receivable 

32,000 

Inventory 

30,000 

Capital* 

Depreciable  assets 

12,000 

X 

34,000 

Other  capital  property 

9,000 

Y 

23,000 

$99,000 

$99,000 

*  Equals,  in  each  case,  the  adjusted  cost  base  to  the  partner  of  his  partnership  interest.  Y 
borrows  $40,000  from  a  bank  to  buy  X’s  interest  in  the  firm. 


REQUIRED: 

Calculate  the  income  tax  consequences  to  Y  of  the  above  transactions. (Show  all 
calculations  clearly.) 
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28  Q.5  In  your  examination  booklet  write  down  the  letters  (a)  to  (n).  Answer  "True”  or 

“False”  for  each  question  AND  indicate  the  appropriate  statutory  or  other  reference  to 

support  each  answer.  (Set  up  your  answer  in  the  columnar  format  shown  below.) 

Item  No.  Answer  Reference 

(a)  Mr.  M  owns  1,000  Class  A  shares  (capital  property)  in  M  Ltd.  The  shares  have  an 
ACB  of  S20  and  FMV  of  $50  per  share.  As  part  of  a  reorganization  of  capital  under 
Section  86,  Mr.  M  surrenders  his  Class  A  shares  to  M  Ltd.  for  cancellation.  In 
exchange,  Mr.  M  receives  a  promissory  note  in  the  amount  of  $  1 5,000  and  1 ,000  Class 
B  shares.  Mr.  M’s  capital  loss  is  $5,000. 

(b)  Same  facts  as  (a)  above,  except  that  Mr.  M  receives  a  promissory  note  worth  $  1 5,000, 
voting  Class  B  shares  worth  $30,000  and  non-voting  Class  C  shares  worth  $5,000.  The 
ACB  of  the  Class  C  shares  is  NIL. 

(c)  Same  facts  as  (a)  above,  except  that  Mr.  M  receives  a  promissory  note  worth  $30,000 
and  Class  B  shares  with  a  fair  market  value  of  $20,000.  The  ACB  of  the  note  is 
$20,000. 

(d)  A  trust  may  deduct  from  ifs  income  in  a  year  an  amount  payable  to  a  beneficiary 
(other  than  a  designated  beneficiary)  even  though  actual  payment  has  not  been  made 
by  year-end. 

(e)  A  resident  inter  vivos  trust  is  subject  to  a  minimum  federal  tax  rate  of  35%. 

(f)  A  beneficiary  under  an  employee  trust  is  taxed  annually  on  allocations  made  to  him 
by  the  trustee. 

(g)  When  a  public  corporation  issues  shares  it  is  considered  to  have  disposed  of  the  shares 
for  purposes  of  capital  gains  rules. 

(h)  X,  a  departing  Canadian  resident,  is  deemed  by  Section  48  to  realize  capital  gains  of 
$8,000  and  capital  losses  of  $8,000.  X  has  a  net  allowable  capital  loss  of  NIL. 

(i)  An  option  granted  by  a  corporation  to  acquire  its  bonds  is  not  a  disposition  of  capital 
property. 

(j)  Z,  a  farmer  in  Ontario,  sells  tohis  son, also  a  resident  of  Ontario,10  acresof  land  for 
$130,000.  The  land  has  an  ACB  of$80,000  and  FMV  of$145,000.  Z’s  capital  gain  is 
$50,000. 

(k)  Under  subsection  85(1)  a  taxpayer  in  receipt  of  non-share  consideration  in  excess  of 
the  ACB  of  property  transferred  need  not  realize  an  immediate  capital  gain. 

(l)  Net  capital  losses  which  were  deductible  in  a  prior  year  but  were  not  in  fact  deducted, 
can  be  carried  forward. 

(m)  For  the  purpose  of  the  FA  PI  rules  a  Canadian  resident’s  “equity  percentage”  in  a  non¬ 
resident  corporation  must  be  at  least  10%. 

(n)  A  resident  taxpayer  has  a  “controlled  foreign  affiliate”  if  it  can  elect  a  majority  of  the 
board  of  directors  of  the  foreign  corporation. 

NOTE:  2  marks  for  each  item. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


Specific 

Q.l  This  question  was  not  as  well  answered  as  expected,  in 
light  of  its  comparative  simplicity.  Many  students  failed 
to  adjust  the  ACB  of  shares  for  the  tax-free  dividend  - 
see.  Subsection  53(2). 

Q.2  Generally  well  answered.  Quite  a  few  students  did  not  cal¬ 
culate  the  capital  gain  on  the  basis  of  B's  shareholdings 
of  75%  of  the  total  issued  share  capital  of  1,000  shares. 
This  led  to  an  incorrect  calculation  of  the  PUC  of  the 
shares . 

Q.3  Well  answered  in  most  cases. 

Q.4  Poorly  answered  by  most  students.  Generally,  students  did 
not  seem  to  have  any  understanding  of  the  rules  of  a 
winding-up  of  partnership  and  conversion  of  a  partnership 
into  a  sole  proprietorship. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


i)  Actual  cost 

S  9* 

$  9 

ii)  Valuation  day  value 

13 

13* 

iii)  Proceeds  of  disposition 

6 

12 

Add:  Tax-free  dividend  required  by 

subsection  53(2)  to  be  deducted  in 
computing  the  adjusted  cost  base 
of  the  share 

2 

2 

8 

14 

Deemed  Cost* 

$  9 

$13 

Deduct:  Subsection  53(2) 

adjustment  in  respect  of 
tax-free  dividend 

2 

2 

Adjusted  cost  base  of  share 

$  7 

$11 

Proceeds  of  disposition 

$  6 

$12 

Deduct  adjusted  cost  base 

7 

11 

Capital  gain  (or  loss) 

S(l) 

$  1 

— 

— 

Section  84.1  applies. 

(a)  Computation  of  capital  gain 

Lesser  of: 

i)  ACB  of  subject  shares 

$60,000 

ii)  FMV  of  hard  consideration 

$10,000 

Lesser  amount 

$10,000 

Exceeds 

PUC  of  subject  shares 

7,500 

Deemed  capital  gain 

$  2,500 

(b)  Computation  of  ACB 

ACB  “grind" 

i)  ACB  of  subject  shares 

$  60,000 

ii)  FMV  of  consideration 

$100,000 

Lesser  amount 

$60,000 

Minus 

iii)  FMV  of  hard  consideration 

$10,000 

iv)  PUC 

7,500 

Greater  amount 

i  0,000 

ACB  “grind” 

$50,000 

Revised  ACB  of  debt 

NIL 

ACB  of  preferred  shares 

NIL 

Alternative  Solution: 

Students  who  did  not  elect  under  Subsection  85(1)  received  full  marks  for  allocating  the 
ACB  “grind”  on  the  higher  cost  of  debt  and  shares. 
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Q.3 

1981 

Case  A 

Case  B 

Case  C 

(9) 

i)  Tax  payable  by  corporation 

(AB1) 

(M  +  P) 

(NQBI) 

Income 

$1,000 

$1,000 

$1,000 

Corporate  tax  at  25% 

(250) 

Corporate  tax  at  20% 

(200) 

Corporate  tax  at  33  1/3% 

(333) 

NIAT 

$  750 

$  800 

$  667 

(9) 

ii)  Tax  payable  by  individual 

Dividend  received 

$  750 

$  800 

$  667 

Gross-up 

375 

400 

333 

Taxable  amount 

$1,125 

$1,200 

$1,000 

Federal  tax  at  25% 

$  281 

$  300 

$  250 

DTC 

(281) 

(300) 

(250) 

Federal  tax  payable 

NIL 

NIL 

NIL 

Provincial  tax  at  48% 

NIL 

NIL 

NIL 

Net  tax 

NIL 

NIL 

NIL 

iii)  Total  tax  paid  on  income 

Tax  payable  by  corporation 

$  250 

$  200 

$  333 

Tax  payable  by  individual 

NIL 

NIL 

NIL 

Total  tax  paid 

$  250 

$  200 

$  333 

iv)  Tax  payable  if  S 1,000  earned  personally 

(37%  combined  marginal  rate) 

$  370 

$  370 

$  370 

(6) 

v)  Tax  savings 

$  120 

$  170 

$  37 

Q.4 

(a)  ACB  of  Vs  partnership  interest 

$23,000 

Add:  Amount  paid  to  X  40,000 


Revised  ACB  of  ys  interest  $63,000 

(b)  Partnership  has  ceased  to  exist,  subsection  98(5)  applies. 

Deemed  POD  equal  greater  of: 

i)  ACB  of  partnership  interest  ($63,000) 
and 

ii)  Cost  amount  of  partnership  property  ($99,000) 

Greater  amount  (POD)  $99,000 

ACB  63,000 

Deemed  capital  gain  $36,000 
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Item  No. 

Answer 

Reference 

(a) 

False 

Paragraph  86(1  )(c) 

(b) 

False 

5,000  x  5,000  =  $714 
35,000 

Paragraph  86(2)(e) 

(c) 

False 

Paragraph  86(l)(a) 

(d) 

True 

Subsection  104(6) 

(e) 

True 

Subsection  122(1) 

(0 

True 

Paragraph  6(l)(h) 

(g) 

False 

Paragraph  54(c)(vi) 

(h) 

False 

Net  ACL  =  $2,500 

Paragraph  48(1  )(d) 

(i) 

True 

Paragraph  49(1  )(b) 

0 

True 

Paragraph  73(3)(b) 

(k) 

False 

Paragraph  85(1  )(b) 

(1) 

False 

Alexis  Nihon  69  DTC  53 

(m) 

True 

Paragraph  95(l)(d) 

(n) 

True 

Not  defined.  Common  law  applies. 

NOTE:  2 

marks  for  each  item. 

100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 


18 


ADVANCED  TAX  509  EXAMINATION 
March,  1984 


Time:  3  Hours 


NOTE: 

1.  This  examination  is  based  on  the  law  as  it  stood  on  July  01,  1983. 

2.  To  obtain  full  marks  to  a  question,  you  should  reference  your  answers  to  the 
applicable  provision(s)  in  the  Income  Tax  Act.  If  a  reference  to  one  or  more 
sections  in  the  main  body  of  the  Act  and  to  the  ITAR  provisions  is  required,  the 
applicable  reference  should  be  given  with  the  relevant  part  of  your  solution. 

3.  Round  all  calculations  to  the  nearest  dollar. 

Q  I  In  1983,  Mr.  Jones  sold  a  parcel  of  land  (capital  property)  to  Jones  Inc.  Mrs.  Jones 
owns  60  of  the  issued  100  Class  A  shares  of  Jones  Inc.  The  land  had  an  adjusted  cost 
base  of  $130,000  and  a  fair  market  value  of  $150,000  as  at  the  date  of  the  transfer.  In 
return  for  the  land,  Mr.  Jones  received  Class  B  shares  of  Jones  Inc.  with  a  paid-up 
capital  of  $160,000.  The  Class  B  shares  are  redeemable  at  any  time  at  the  option  of 
either  Mr.  Jones  or  Jones  Inc.  for  $1,100,000.  You  are  advised  that  Jones  Inc.  has  the 
financial  resources  to  redeem  the  shares  if  called  upon  to  do  so. 

REQUIRED: 

Assuming  that  he  does  not  make  any  elections  under  the  Income  Tax  Act.  calculate  the 
income  tax  consequences  of  the  above  transactions  to  Mr.  Jones. 

Q.2  In  1970,  Mr.  Black  purchased  1 .000  Class  A  shares  of  Alpha  Ltd.  at  a  cost  of  $6  per 
share;  the  shares  trade  on  the  Toronto  Stock  Exchange.  On  December  22,  1971,  the 
shares  traded  at  $12  per  share.  On  July  2,  1983.  Mr.  Black  received  a  dividend  of  one 
additional  Class  A  share  of  Alpha  Ltd.  for  every  Class  A  share  held  by  him  at  that  date. 

On  July  30,  1983,  he  sold  one-half  of  his  shares  for  $6  per  share. 

On  January  2,  1984,  Mr.  Black  sold  his  remaining  shareholding  in  Alpha  Ltd.  at  a  price 
of  $10  per  share. 

REQUIRED: 

Assuming  that  Mr.  Black  uses  the  median  rule  (TFZ)  method  to  determine  cost, 
calculate  the  income  tax  consequences  to  him  as  a  result  of  the  above  transactions. 
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15  Q.3  C  Ltd.,  a  resident  Canadian  corporation,  owns  all  of  the  issued  and  outstanding  shares 

of  CS  Ltd. ,  which  is  also  a  resident  corporation.  NY  Ltd. .  a  non-resident  corporation, 
has  issued  and  outstanding  1 ,000  shares  of  which  300  are  owned  by  C  Ltd.  and  100  by 
CS  Ltd.  Both  C  Ltd.  and  CS  Ltd.  acquired  their  shares  in  1983. 

In  1983,  NY  Ltd.  paid  a  dividend  of  $30  per  share  out  of  its  taxable  surplus  on  which 
the  underlying  foreign  tax  is  prescribed  to  be  $12  per  share.  A  withholding  tax  of  $3  per 
share  was  levied  on  the  dividend. 

REQUIRED: 

Calculate  the  net  amount  which  must  be  included  in  C  Ltd.’s  taxable  income  in 
respect  of  the  dividend. 

15  Q.4  ThefollowingdataappliestoSmallLtd.,  a  Canadian-controlled  private  corporation: 


Active  business  income 

$  90,000 

Interest  income 

10,000 

Dividends  from  taxable 

Canadian  corporations 

5,000 

Qualifying  dividends  paid 

1,000 

Dividend  refund 

250 

Opening  balance  of  Cumulative 

Deduction  Account 

300,000 

REQUIRED: 

Calculate  the  cumulative  deduction  account  of  Small  Ltd.  (Show  all  calculations 
clearly.) 

20  Q.5  The  following  information  pertains  to  Delta  Ltd.,  a  resident  corporation,  all  of  the 

shares  of  which  are  owned  by  Mr.  Brown,  also  a  Canadian  resident: 

Year  1982 

Net  interest  income  $100,000 

Taxable  dividends  from  non-connected 

Canadian  corporations  8,000 

In  1982,  Delta  Ltd.  paid  adividend  of  $35,600.  In  the  same  year  Mr.  Brown's  business 
income  from  other  sources  exactly  equalled  his  personal  exemptions  and  the  standard 
deduction. 

Mr.  Brown  resides  in  a  province  that  levies  corporate  tax  at  a  rate  of  14%,  and 
individual  tax  at  a  rate  of  47%  of  federal  tax. 

REQUIRED: 

Calculate  the  total  amount  of  cash  retained  in  1982  by  Delta  Ltd.  and  Mr.  Brown  as  a 
consequence  of  the  above  transactions;  compare  this  amount  with  the  cash  retained 
had  Mr.  Brown  received  the  income  personally.  (Ignore  the  federal  tax  reduction,  any 
surtaxes,  and  the  investment  income  exemption.)  Show  all  calculations. 
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20  Q.6  Mr.  White  owns  a  capital  asset  (acquired  in  1980)  that  has  an  adjusted  cost  base  of 

$100,000  and  a  fair  market  value  of  $200,000.  Mr.  White  has  a  combined  federal- 
provincial  marginal  tax  rate  of  50%  and  lives  in  a  province  that  has  a  corporate  tax  rate 
of  14%. 

REQUIRED: 

Calculate  the  income  tax  consequences  to  Mr.  White  and  White  Ltd.  on  the  basis  of 
the  following  alternative  assumptions: 

(a)  Mr.  White  disposes  of  the  asset  to  his  son  (age  20)  for  $175,000. 

(b)  Mr.  White  transfers  the  asset  to  White  Ltd.  which  he  incorporates  and  elects 
(together  with  the  corporation)  the  minimum  agreed  amount  under  Section  85; 
White  Ltd.  gives  him  a  promissory  note  in  the  amount  of  $100,000  and  share 
consideration. 

Mr.  White  sells  all  of  his  shares  of  White  Ltd.  for  $100,000. 

White  Ltd.  later  sells  the  asset  for  $200,000  and  pays  out  a  dividend  of  $33,333. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


Specific 

Q.l  Although  most  students  calculated  the  capital  gain  and  the 
deemed  dividend  under  subsection  84(1)  correctly,  many  did 
not  calculate  the  shareholder  benefit  under  subsection 
15(1)  which  arises  at  the  time  that  Mr.  Jones  disposes  of 
his  land  in  1983. 

0.2  Part  (a)  of  this  question  was  generally  well  answered. 

Many  students,  however,  did  not  recognize  that  the  ad¬ 
justed  cost  base  of  the  remaining  shares  is  nil  by  virtue 
of  paragraph  52(3) (b).  Therefore,  the  capital  gain  upon 
the  disposition  of  the  remaining  shares  in  1984  is 
$10,000. 

Q •  3  Students  had  difficulties  with  the  amount  of  the  dividend 
received  by  C  Ltd.  Since  C  Ltd.  only  owns  300  shares  of 
N.Y.  Ltd.  and  the  dividend  paid  is  $30  per  share,  the 
total  dividend  received  is  $9,000  and  not  $12,000  as  sug¬ 
gested  by  many  answers. 


Q.4 

This  question  was 
dents . 

generally 

well 

answered 

by 

most 

stu- 

Q.5 

This  question  was 

generally 

well 

answered 

by 

most 

stu- 

dents.  Many  students  did  not 

,  however,  take 

into  account 

the  Part  IV  tax  on  dividends  and  the  refund  paid  to  the 
corporation  upon  payment  of  its  dividend  of  $35,600. 

0.6  This  question  was  generally  well  answered  except  for  the 
refundable  tax  of  $8,333  received  by  the  corporation  upon 
the  payment  of  its  dividend  of  $33,333. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 

Marks 
18  Q.l 


i)  Proceeds  of  disposition 

$ 

150,000 

ACB  of  property 

130,000 

Capital  gain 

$ 

20,000 

TCG 

1. 

10,000 

ii)  FMV  of  land 

$ 

150,000 

PUC  of  shares 

160,000 

Deemed  dividend 

$ 

10,000 

[Sub-section  84(1)] 

Gross-up 

5,000 

Inclusion  in  income 

$ 

15,000 

iii)  FMV  of  shares 

$1,100,000 

Less:  FMV  of  land 

(150.000) 

$ 

950,000 

Less:  deemed  dividend 

(10,000) 

Shareholder  benefit 

$ 

940,000 

[Sub-section  15(1)] 

Summary 

TCG 

$ 

10,000 

Dividend  income 

15,000 

Shareholder  benefit 

940,000 

Total 

$ 

965,000 

A.  Proceeds  of  disposition 

$ 

6,000 

(1,000  x  $6) 

Less:  ACB  of  shares* 

(6,000) 

Capital  gain 

NIL 

*  Cost  $  6,000 

Valuation  day  12,000 

Proceeds  6,000 


Hence,  median  amount  =  $6,000 
[ITAR  26(3)] 

Deemed  to  dispose  of  pre-1972  pool  first. 


B.  ACB  of  remaining  shares  =  NIL 

[Paragraph  52(3  )(b)] 

C.  Proceeds  of  disposition 

$ 

10.000 

ACB  of  shares 

NIL 

Capital  gain 

$ 

10,000 

Taxable  capital  gain 

$ 

5,000 

Time:  3  Hours 
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15  Q.3  i)  NY  Ltd.  is  a. foreign  affiliate  of  C  Ltd. 


C  Ltd.’s  direct  interest  =  30% 

Indirect  interest  =  10% 

(100%  x  10%) 

Equity  percentage  40% 

ii)  Dividend  from  NY  Ltd. 

Less: 

—  Underlying  foreign  tax 
$3,600  x  1.1739  =  $4,226 

—  amount  of  dividend  9,000 

.'.  lesser  amount 


Less: 

—  net  amount  $4,774* 

—  foreign  withholding  tax 

$900  x  2.1739  1,957 

lesser  amount 
Net  amount  included 
in  taxable  income 


$9,000 


(4,226) 

$4,774* 


(1,957) 

$2,817 


15  Q.4  Cumulative  Deduction  Account 

Amount  by  which 

i)  Cumulative  deduction  account  at 
the  end  of  previous  year 

ii)  Amount  by  which: 

taxable  income  for  the  year  100,000 

exceeds 

4  x  25%  of  investment  income  (10,000) 

iii)  4/3  of  amount  by  which  dividend 

received  5,000 

exceeds 

4  x  Part  IV  tax  (4  x  $1,250)  5,000 


exceeds 

iv)  4/3  of  amount  by  which 

qualifying  dividends  paid  1,000 

exceeds 

4  x  dividend  refund  for  the  year  1,000 


0  x  4/3 


Cumulative  deduction  account  at  the  end  of  year 


0  x  4/3 


$300,000 


90.000 


$390,000 


$390,000 
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20 


Q.5  A.  Tax  paid  if  earned  through  corporation 
i)  Tax  paid  by  corporation 


Interest  income  $100,000 

Dividend  income  8,000 

$108,000 

Less:  inter-corporate  dividends  (8,000) 

Taxable  income  $100,000 

Part  I  tax  plus  provincial  at  50%  (50,000) 

Part  IV  tax  on  dividends  at  25%  (2,000) 

Cash  available  ($48,000  +  $8,000)  $  56,000 

Refund  on  dividend  (25%  x  $35,600  )  8,900 

$  64,900 

Dividend  paid  (35,600) 

Cash  available  $  29,300 


ii)  Tax  paid  by  individual  shareholder 

Dividend  received  $  35,600 

Gross-up  by  50%  17,800 

Included  in  income  $  53,400 

Tax  thereon  (rounded) 

Federal  tax  $13,250 

DTC  (68%  x  $17,800)  (12,104) 

$  1,146 

Provincial  tax  at  47%  539 

Total  tax  payable  $  1,685 


iii)  Cash  retention 

By  shareholder  ($35,600  —  $1,685) 

By  corporation 

Total 


Refundable  Tax 


$  16,667 

2,000 

(8,900) 


$  9,766 


$  33,915 
29,300 

$  63,215 


B.  Tax  paid  if  income  earned  by  individual  directly 


Interest  income 
Dividend  income 
Gross-up  of  dividends 


$100,000 

8,000 

4,000 


$112,000 


Tax  thereon  (rounded) 

Federal  tax  $33,165 

DTC  (68%  x  $4 ,000 )  (2,720) 


Provincial  tax  at  47% 
Total  tax  payable 
Cash  retained 


$  30,445 
14,309 
$  44,754 

$  63,246 

Continued.... 
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C.  Total  tax  paid  by  corporation  and  shareholder 


20  Q.6 


Part  I  tax  $  50,000 

Part  IV  tax  2,000 

$  52,000 

Tax  refunded  (8,900) 

Paid  by  corporation  $  43,100 

Paid  by  individual  44,754 

Total  $  87,854 


A.  Tax  payable  if  asset  sold  in  market 


Proceeds  of  disposition  $  200,000 

Adjusted  cost  base  (100,000) 

Capital  gain  $  100,000 

Taxable  capital  gain  $  50.000 

Tax  payable  $  25,000 


B.  1)  Tax  payable  if  sale  of  asset  to  corporation  under  Section  85 

(a)  Proceeds  of  disposition 
Adjusted  cost  base 
Capital  gain 

Adjusted  cost  base 

—  of  capital  asset  to  corporation 

—  of  shares  to  individual 

(b)  Sale  of  shares  of  corporation 
Proceeds  of  disposition 
Adjusted  cost  base  of  shares 
Capital  gain 
Taxable  capital  gain 
Tax  payable 


2)  Tax  payable  if  sale  of  asset  by  corporation 


$100,000 

(100,000) 

NIL 


$100,000 

NIL 


$100,000 

NIL 

$100,000 

$  50,000 
$  25,000 


Proceeds  of  disposition 
Adjusted  cost  base 
Capital  gain 
Taxable  capital  gain 

Tax  thereon  at  50% 
Refundable  portion 
Tax  payable 


$200,000 

(100,000) 

$1003)00 

$  50,000 

$25,000 

(8,333) 

$  16,667 


100 


END  OF  SOLUTIONS 


S509  M84 


Page  328 


Page  4  of  4 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 


ADVANCED  TAX  509  EXAMINATION 
June,  1984 


Time:  3  Hours 


NOTE: 

1.  This  examination  is  based  on  the  law  as  it  stood  on  July  01,  1983. 

2.  To  obtain  full  marks  to  a  question,  you  should  reference  your  answers  to  the  applicable 
provision(s)  in  the  Income  Tax  Act.  If  a  reference  to  one  or  more  sections  in  the  main  body 
of  the  Act  and  to  the  ITAR  provisions  is  required,  the  applicable  reference  should  be  given 
with  the  relevant  part  of  your  solution. 

3.  Round  all  calculations  to  the  nearest  dollar. 


15  Q.l  In  July  1971,  Mr.  White  purchased  100  Class  B  shares  of  Beta  Ltd.,  listed  on  the  Montreal 
Stock  Exchange.  On  December  22,  1971,  the  shares  had  a  value  of  SI, 000. 

On  November  1,  1983,  Mr.  White  sold  50  of  the  shares  at  $5  per  share;  he  elected  under 
ITAR  26  (7). 

On  November  15,  1983,  Beta  Ltd.  declared  a  stock  dividend  of  10%,  payable  in  Class  B 
shares  to  shareholders  of  record  November  20,  1983;  the  dividend  was  paid  on  November 
30,  1983.  The  market  value  of  the  shares  stood  at  $5,  both  before  and  after  the  dividend. 

REQUIRED: 

Calculate  the  income  tax  consequences  of  the  above  transactions  to  Mr.  White. 


12  Q.2  On  December  30,  1983,  A  Limited  amalgamated  with  B  Limited  to  form  AB  Limited. 

Immediately  preceding  the  amalgamation,  the  two  corporations  had  the  following  paid- 
up  capital  for  income  tax  purposes: 

A  Limited  B  Limited 

Class  A  shares  $20,000  Class  A  shares  $3,000 

Class  B  shares  $  6,000 

After  the  amalgamation,  AB  Limited  had  the  following  legal  paid-up  capital: 

Class  A  shares  $20,000 
Class  B  shares  $10,000 

Prior  to  the  amalgamation  A  Limited  owned  50  of  the  100  outstanding  shares  of  B  Limited. 

REQUIRED: 

Calculate  the  paid-up  capital  of  AB  Limited  for  federal  income  tax  purposes. 
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20  Q.3  CR  Ltd.,  a  resident  corporation,  owns  180  of  the  1,000  issued  and  outstanding  shares  of 

NR  Ltd.,  a  corporation  resident  and  carrying  on  business  in  the  Netherlands  Antilles.  The 
following  information  pertains  to  the  affairs  of  NR  Ltd.  in  1983: 

N.A.  Guilders 


Active  business  income 

100,000 

Foreign  accrual  property  income  (FAP1) 

40,000 

Foreign  accrual  property  loss 

(20,000) 

Management  fees  charged  to 

foreign  affiliate  of  CR  Ltd. 

20,000 

Active  business  losses 

(70,000) 

Dividends  from  taxable  surplus 

of  foreign  affiliate  of  CRLtd. 

60,000 

Foreign  profits  and  withholding  taxes: 

On  active  business  income 

40,000 

On  FAPI 

10,000 

Refund  on  active  business  loss 

(30,000) 

Withholding  tax  on  dividends 

10,000 

In  1983,  NR  Ltd.  paid  a  dividend  of  8,000  N.A.  Guilders  out  of  its  taxable  surplus;  the  divi¬ 
dend  was  paid  120  days  after  the  commencement  of  its  taxation  year. 

REQUIRED: 

Assuming  that  NR  Ltd.  does  not  have  any  opening  balances,  calculate  the  taxable  surplus 
at  the  end  of  1983  for  Canadian  income  tax  purposes.  (You  may  also  assume  that  one  N.A. 
Guilder  equals  $0.10  Canadian.) 


20  Q.4  Black  Ltd.,  is  a  Canadian-controlled  private  corporation  resident  in  a  province  which  levies 

corporate  tax  at  a  rate  of  14%.  In  1983,  Black  Ltd.  received  a  dividend  of  $1,000  on  shares 
that  it  owns  in  a  German  corporation  (not  a  foreign  affiliate);  tax  of  15%  was  withheld 
on  the  dividend. 

REQUIRED: 

Assuming  that  Black  Ltd.  had  no  other  income  in  the  year,  calculate  the  refundable  divi¬ 
dend  tax  on  hand  (RDTOH)  as  at  the  end  of  its  fiscal  year  and  the  net  cash  retained  by  the 
corporation  after  payment  of  its  taxes.  Show  all  calculations. 


13  Q.5  In  each  of  the  following  cases  X,  an  individual,  transfers  non-depreciable  capital  property 

to  X  Ltd.  and  both  taxpayers  elect  under  Section  85.  The  following  data  apply  in  respect 
of  the  transfer: 


Case  1 

Case  2 

FMV  of  non-share  consideration  received 

$2,500 

$5,000 

FMV  of  capital  property  transferred 

3,000 

3,000 

ACB  of  capital  property  transferred 

2,000 

2,000 

Amount  elected 

2,500 

4,000 

REQUIRED: 


For  each  case  calculate  the  income  tax  consequences  to  X. 
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20  Q.6  P  Ltd.,  a  Canadian-controlled  private  corporation,  owns  all  of  the  issued  and  outstanding 

shares  of  S  Ltd.,  also  a  C-CPC.  Both  corporations  were  incorporated  on  January  1,  1982. 
The  following  data  apply  to  P  Ltd.  which  has  a  December  31  year-end: 


P  Ltd.  1982  1983 

Non-qualifying  business  income  $100,000  $100,000 

Capital  gains  90,000  — 

Dividends  paid  —  45,000 

Dividend  refund  7,500 

Taxable  dividend  from  S  Ltd.  (reduced  S  Ltdls  60,000 

preferred  rate  amount) 


Both  corporations  took  the  maximum  small  business  deduction  available  in  each  year.  On 
January  3,  1984  the  shares  of  P  Ltd.  were  sold  to  Mr.  Jones,  a  resident  of  New  York  City. 

REQUIRED: 

Calculate  P  Ltd  is  preferred-rate  amount  as  at  December  31,  1983  and  the  tax  payable  on 
this  amount.  Show  all  calculations. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  TAX  509  EXAMINATION 
June,  1984 
EXAMINER’S  COMMENTS 


Specific 

Q.  1  Many  students  overlooked  the  "superficial  loss"  provision  under 

paragraph  54(i). 

Q.2  The  question  was  well  answered  by  most.  Some  students  did  not 

allocate  the  reduction  in  the  paid-up  capital  to  the  two  classes 
of  shares. 


Q.3  Generally,  this  question  was  well  answered  with  no  specific  problems. 

Q.4  Many  students  had  trouble  with  the  RDTOH  portion  of  the  question. 

Q«5  Generally  the  question  was  well  answered  with  no  specific  problems. 
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ADVANCED  TAX  509  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Q.l 


1.  November  1,  1983 

POD  (50  x  $5) 

$250 

ACB 

(500) 

Capital  loss 

$250*(deemed  nil) 

'Superficial  loss  under  Paragraph  54(i),  therefore,  nil.  (Page  409-5:24) 


2.  November  30,  1983 

Acquires  5  Class  B  shares  as  stock  dividend  (50  x  10%). 

ACB  of  new  shares  =  S250*  =  $50  per  share. 

5 

The  new  shares  form  a  separate  pool.  (Page  409  -  5:23) 


Adjustment  to  PUC  under  Subsection  87(3): 

Legal  PUC  of  AB  Limited 

Less:  PUC  of  predecessor  corporations  $29,000 

(after  eliminating  PUC  held  by 

one  of  the  predecessors)  (1,500) 

Reduction 

Allocated  to  classes  based  on  legal  PUC: 

Class  A  shares:  $20,000/30,000  x  $2,500  =  $1,667 
Class  B  shares:  $10,000/30,000  x  $2,500  =-  833 

$2,500 


$30,000 


27,500 
$  2,500 


Paid-up  capital  of  AB  Limited 

Class  A  shares  $18,333 

Class  B  shares  9,167 

$27,500 
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20 


Q.3 


1  N.A.  Guilder  =  $0.10  Canadian 


20 


Netherlands  Antilles  is  not  a  country  listed  in  Regulation  5907(11) 


ABI 

100,000 

Profits  thereon 

(40,000) 

60,000 

FAP1 

40,000 

Profits  tax  thereon 

(10,000) 

30,000 

FAPI  loss 

(20,000) 

Net  earnings 

70,000 

Management  fees 

20,000 

Taxable  earnings 

90,000 

Active  business  losses 

(70,000) 

Refund  of  profits  taxes 

30,000 

(40,000) 

Dividends 

60,000 

Withholding  taxes  thereon 

(10,000) 

50,000 

Dividend  paid  out  of 

taxable  surplus 

(8,000) 

Taxable  surplus 

92,000 

Foreign  source  income 

$1,000 

Tax  thereon: 

federal  tax  at  46% 

$  460 

provincial  abatement 

(100) 

$  360 

foreign  tax  credit 
[Subsection  126(1)) 

(150) 

federal  tax  payable 

(210) 
$  790 

provincial  tax  payable 

(140) 
$  650 

foreign  tax  paid 

(150) 

Net  cash  retained 

$  500 

Continued  .  .  . 
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B.  Calculation  of  refundable  tax  [Subsection  129(3)] 
Refundable  tax  is  V}  of  the  least  of: 


1.  25%  of  aggregate  of  Canadian  and  foreign 
investment  income 

(25%  x  $1,000) 

2.  Excess  of  40%  of  foreign  investment  income 
exceeds  foreign  tax  credit 

[(40%  x  $1,000)  -  150] 

3.  25%  of  excess  of  taxable  income  over  10/4  of 
foreign  tax  credit  allowed 

[25%  x  (1,000-  10  x  150)] 

4 

4.  Part  I  tax  otherwise  payable 


Least  amount  $156 
y3  x  $156 

13  Q.5 


Case  1 


Deemed  elected  amount  $  2,500 

ACB  of  property  (2,000) 

Capital  gain  $  500 

Shareholder  benefit  under  Subsection  15(1) 


20  Q.6 


Preferred  Rate  Amount 
As  at  December  31,  1983 


Preferred-rate  amount  December  31,  1982 
4  x  $12,667 

4  times  the  amount  deductible  under  Section  125  for  1983 
(4  x  12  V3%  of  $100,000) 

4/3  of  dividends  received  from  S  Ltd.  that  reduced  its 
preferred-rate  amount: 

4/3  of  $60,000 

Less  4/3  of  the  amount  by  which  1983  dividends  paid  exceed 
4  times  the  1983  dividend  refund  for  P  Ltd.: 

4/3  of  (45,000  -  4  x  $7,500) 


Preferred-rate  amount  December  31,  1983 
Part  VI  tax:  25%  of  $161,336 


100 


$  250 

$  250 

$  156 

$  210 

$  104 

Case  2 

$  3,000 
(2,000) 

$  1,000 
$  2,000 

$  50,668 
50,668 

80,000 

(20,000) 

$161,336 
$  40,334 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
December,  1983 


Marks  Time:  3  Hours 

NOTE:  Answer  any  FOUR  of  the  following  five  questions. 

25  Q.  1  Strategic  planning  has  become  more  important  to  managers  in  recent  years. 


25 

25 


25 


REQUIRED: 

(12)  (a)  Describe  three  factors  that  affect  the  way  an  organization  structures  its  planning 

activities. 

(13)  (b)  Evaluate  the  advantages  and  disadvantages  of  strategic  planning. 

Q.2  Describe  and  briefly  comment  upon  the  three  different  types  of  management  control 
methods  as  discussed  by  Stoner. 

Q.3  Delegation  is  a  necessary  mechanism  for  the  efficient  functioning  of  any  organization. 

REQUIRED: 

(5)  (a)  What  is  delegation? 

(15)  (b)  Indicate  the  classical  principles  of  effective  delegation. 

(5)  (c)  Briefly  discuss  the  limitations  of  these  principles. 

Q.4  Informal  groups  are  a  fact  of  organizational  life. 


REQUIRED: 


(5)  (a)  Why  do  informal  groups  emerge  in  organizations? 

(10)  (b)  What  major  functions  do  informal  groups  serve? 

(10)  (c)  What  are  the  potential  disadvantages  of  informal  groups  for  managers? 

Q.5  A  common  form  of  organizational  conflict  is  the  type  of  conflict  between  line  and  staff 
members. 

REQUIRED: 

(15)  (a)  What  are  three  sources  of  this  conflict? 

(10)  (b)  How  can  the  dysfunctional  aspects  of  line-staff  conflict  be  reduced? 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

The  majority  of  students  failed  this  examination  probably  because 
of  inadequate  preparation  on  specific  topic  areas  tested;  mis¬ 
understanding  of  questions;  poor  expression  of  ideas  in  exam 
answers . 

Specific 

Q.l  (a)  This  was  an  area  in  which  many  students  needlessly 
lost  marks.  They  identified  three  relevant  factors  but 
then  did  not  relate  them  to  the  strategic  planning 
process.  That  is,  they  did  not  demonstrate  or  illus¬ 
trate  how  these  factors  would  affect  the  way  an 
organization  would  structure  its  planning  activities. 

A  number  of  students  discussed  three  types  of  environ¬ 
ment  or  three  types  of  technology  only  and  therefore 
lost  several  marks.  The  environment  and  technology  are 
but  two  factors  identified  in  Stoner's  discussion  of 
strategic  planning. 

(b)  Generally  this  part  was  done  better  that  part  (a). 
Most  students  covered  the  main  points  fairly  well, 
perhaps  because  it  is  easier  to  identify  advantages 
and  disadvantages  of  a  process  than  to  discuss  contex¬ 
tual  influences. 

Q.2  Many  students  apparently  misread  the  question  in  that  they 
discussed  three  conflict  management  techniques  or  three 
decision-making  environments. 

Some  students  discussed  the  control  process  in  general 
terms,  outlining  the  main  stages  in  the  process  without 
discussing  three  basic  types  of  control  methods. 

In  some  cases,  students  confused  the  three  basic  types, 
lost  marks  on  details  or  on  vague  definitions. 

0.3  (a)  In  this  part  of  the  question  students  performed  rela¬ 

tively  well. 

(b)  This  part  of  the  question  was,  in  general,  poorly 
/  done.  Many  students  discussed  only  some  of  the  ideas 

contained  in  the  first  category  of  classical  princi¬ 
ples  . 

A  disturbing  number  of  students  did  not  group  their 
discussion  into  three  categories  and  organize  their 
answer  accordingly. 
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Continued. . . 


Q  •  4 


Q.5 


The  major  reason  for  this  poor  performance  is  perhaps 
an  incomplete  understanding  of  the  course  material  on 
this  topic. 

(c)  This  section  of  the  question  was  poorly  done.  Many 
students  focused  exclusively  on  the  reluctance  to 
delegate  as  a  limitation.  While  this  is,  in  part, 
relevant  it  was  by  no  means  a  complete  answer.  This 
focus  on  reluctance  may  be  due  to  the  fact  that  a  pre¬ 
vious  exam  did  have  a  question  that  dealt  with  this 
topic  in  much  greater  detail. 

(a)  Most  students  performed  well  here,  noting  most  of  the 
key  ideas. 

(b)  This  part  was  also  generally  well  answered. 

(c)  This  part  was  not  as  well  answered  as  the 
parts.  Many  students  repeated  1  or  2  ideas 
times  and/or  did  not  distinguish  between  the 
disadvantages  of  informal  groups  discussed 
course  material. 

(a)  This  was  an  area  in  which  students  performed  poorly. 

A  significant  number  of  students  did  not  properly 
understand  the  concepts  of  "staff"  and  "line”.  Many 
students  defined  these  concepts  in  terms  of  superior- 
subordinate  or  labor-management  relationships,  which 
is  incorrect. 

Many  students  simply  focused  on  personal  sources  of 
line-staff  conflict  -  for  which  they  received  the 
appropriate  marks  -  and  ignored  the  structural  and 
professional  sources  of  this  conflict. 

(b)  This  was  done  relatively  better  that  part  (a),  perhaps 
because  the  discussion  of  line-staff  conflict  reduc¬ 
tion  is  closely  related  to  the  broader  discussion  in 
the  course  text  and  material  on  conflict  management. 


previous 
several 
various 
in  the 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 

25 


MANAGEMENT  510  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 

Time:  3  Hours 

Q  i 

(12)  (a)  The  factors  that  affect  the  way  an  organization  structures  its  planning  activities  are: 

(Stoner  p.  131) 

i)  The  size  of  the  organization 

The  larger  the  organization,  the  more  likely  it  is  to  have  a  specialized  staff  for  the 
planning  process  given  the  complexity  of  large  organizations. 

ii)  Centralized  or  decentralized  management 

In  a  centralized  organization,  planning  directives  will  flow  down  the  hierarchy 
from  top  management  in  headquarters.  In  a  decentralized  organization,  planning 
authority  may  be  more  diffuse. 

iii)  Nature  of  the  product 

For  some  products  and  markets,  a  formal,  long-term  planning  capability  is  more 
important  than  for  other  products  where  the  environment  is  more  stable. 

iv)  Personality  of  executives 

Some  executives  may  prefer  to  do  their  own  planning  while  others  may  prefer  to 
delegate  the  responsibility  to  middle  level  managers. 

(13)  (b)  Strategic  planning  may  be  considered  to  have  the  advantages  of: 

i)  Providing  consistent  guidelines  for  the  organization’s  activities. 

ii)  Helping  managers  make  decisions  by  providing  careful  analysis. 

iii)  Minimizing  the  chance  of  mistakes  and  bad  surprises,  because  strategies  are 
examined  several  times. 

iv)  Helping  managers  anticipate  future  events  and  adapt  successfully  to  change. 
Disadvantages  of  strategic  planning  are: 

i)  It  requires  a  considerable  investment  in  time,  money,  and  people. 

ii)  It  sometimes  restricts  the  organization  to  the  most  rational  and  risk-free 
opportunities,  and  more  uncertain  yet  attractive  opportunities  might  be  avoided. 
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25  Q.2  Stoner  (p. 572)  groups  methods  of  control  into  three  basic  types: 


1)  Steering  Controls  or  "feedforward  controls” 

This  method  of  control  is  designed  to  detect  deviations  from  some  standard  or  goal 
and  to  allow  corrections  to  be  made  before  a  sequence  of  actions  is  completed. 
Steering  controls  steer  the  organization  to  prevent  it  from  going  in  a  wrong  direction 
so  that  the  desired  goals  will  be  reached.  These  controls  require  timely  and  accurate 
information  to  be  efficient. 

2)  Yes-No  or  Screening  Controls 

This  method  of  control  is  designed  to  screen  or  approve  certain  conditions  before 
operations  may  continue  and  to  allow  corrections  to  be  made  during  a  sequence  of 
actions.  Examples  of  yes-no  controls  are  quality  control  inspections,  safety  checks 
and  legal  approval  of  contracts. 

3)  Post-Action  Controls 

This  method  of  control  is  designed  to  measure  results  from  a  completed  action  and, 
after  determining  the  causes  of  any  deviations  from  the  plan,  applying  corrective 
action  to  future  activities.  Post-action  controls  can  also  be  used  as  a  basis  for 
rewarding  employees  with  a  bonus  for  meeting  a  standard. 

25  Q.3 

(5)  (a)  Delegation  is  the  assignment  of  authority  and  responsibility  to  another  person  for  the 

carrying  out  of  specific  activities. 

(15)  (b)  Stoner  (p. 277)  groups  the  classical  principles  into  three  categories: 

1)  Responsibility,  Authority  and  Accountability 

Every  position  in  an  organization  should  have  the  responsibility  for  carrying  out 
specified  tasks,  and  that  responsibility  should  be  assigned  to  the  lowest  level  of 
the  organization  at  which  it  can  be  carried  out  competently. 

To  perform  their  tasks  effectively,  individuals  must  be  delegated  sufficient 
authority. 

Part  of  delegation  is  accountability  —  being  held  answerable  for  results. 

2)  Scalar  Principle 

Individuals  should  know  where  they  stand  in  the  chain  of  command.  There  must 
be  a  clear  line  of  authority  running  step-by-step  from  the  highest  to  the  lowest 
level  of  the  organization. 

Completeness  of  delegation  is  required  in  that  all  necessary  tasks  should  be 
assigned.  Gaps,  overlaps,  and  splits  in  responsibility  must  be  avoided. 

3)  Unity  of  Command 

I  his  principle  holds  that  each  person  in  the  organization  should  report  to  only 
one  superior.  Otherwise,  confusion  of  accountability  and/or  responsibility  may 
result. 


(5)  (c)  One  limitation  with  the  principles  is  that  they  overlook  the  fact  that  managers  often 

have  to  seek  the  support  of  subordinates  in  order  to  make  delegation  effective. 
Another  limitation  is  that  the  principles  do  not  apply  in  many  situations.  They  do  not 
recognize  that  some  ambiguity  or  discretion  in  authority  is  often  inevitable  and 
desirable. 
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25  Q.4 

(5)  (a)  Informal  groups  emerge  in  organizations  whether  or  not  managers  desire  them.  They 

emerge  whenever  people  come  together  and  interact  regularly.  Management  may 
encourage  their  formation  in  order  to  further  the  interests  of  the  organization.  Also, 
they  arise  because  they  help  to  meet  certain  needs  of  people  such  as  support  or 
protection. 

(10)  (b)  Informal  groups  serve  four  major  functions: 

1)  They  perpetuate  the  social  and  cultural  values  the  group  members  hold  in 
common. 

2)  They  provide  status  and  social  satisfaction  that  group  members  might  not 
otherwise  enjoy. 

3)  They  help  their  members  communicate. 

4)  They  affect  the  work  environment  in  either  a  detrimental  or  beneficial  way. 

(10)  (c)  Disadvantages  of  informal  groups  are: 

1 )  By  perpetuating  values  the  group  may  resist  change. 

2)  By  providing  social  satisfaction  the  group  may  conflict  with  management’s 
productivity  goals. 

3)  By  serving  as  a  communication  network  the  group  may  spread  false  rumors  that 
undermine  morale. 

4)  By  encouraging  conformity  among  members,  the  group  may  discourage 
creativity. 

25  Q.5 

(15)  (a)  There  are  several  sources  of  line  and  staff  conflict.  Fundamentally,  line  and  staff 

members  view  each  other  and  their  role  in  the  organization  from  different  viewpoints. 
Because  of  structural  differentiation  or  division  of  work,  line  and  staff  members  have 
different  time  horizons,  goals,  interpersonal  orientations,  and  approaches  to  problem 
solving. 

Staff  members  often  tend  to  be  younger,  better  educated,  more  ambitious,  and  more 
individualistic  than  line  members.  These  differences  increase  the  likelihood  of 
conflict. 

Also,  staff  members  feel  closer  to  specialists  in  similar  activities  outside  the 
organization  while  line  members  commonly  identify  more  closely  with  the 
organization  itself. 

(10)  (b)  Line-staff  conflict  can  be  reduced  in  various  ways: 

1)  line  and  staff  responsibilities  should  be  clearly  defined; 

2)  line  and  staff  members  should  consult  with  each  other  in  order  to  build  trust; 

3)  line  managers  should  be  educated  in  how  to  use  staff  properly; 

4)  staff  members  should  be  accountable  for  their  results. 


100 


END  OF  SOLUTIONS 
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25 
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MANAGEMENT  510  EXAMINATION 
March,  1984 


Time:  3  Hours 


NOTE:  Answer  any  FOUR  of  the  following  five  questions. 

Q.l  Every  group  brings  to  the  problem  solving  task  some 
assets  and  some  liabilities.  It  also  brings  some  fac¬ 
tors  that,  depending  on  the  skills  of  its  members  and 
leader,  can  be  either  assets  or  liabilities. 

REQUIRED: 

(8)  (a)  List  four  major  advantages  of  group  problem 

solving". 

(8)  (b)  List  four  major  disadvantages  of  group  problem 

solving . 

(9)  (c)  Identify  three  factors  that  can  be  both  assets  and 

liabilities  depending  on  how  they  are  handled. 


Q.2 

(7)  (a)  What  problems  do  managers  face  in  maintaining  and 

updating  organizational  changes  once  the  changes 
are  accomplished? 

(18)  (b)  Discuss  four  specific  feedback  mechanisms  which  a 

manager  may- use  to  maintain  and  update  change. 

Q.3  According  to  Burns  and  Stalker,  an  "organic”  form  of 
organization  is  most  appropriate  to  changing  condi¬ 
tions.  What  are  the  major  attributes  of  an  organic 
form  of  organization? 


Q.4 

(9)  (a)  What  are  performance-outcome  expectancy,  valence, 

and  effort-performance  expectancy? 


(10)  (b) 


How  do  these  components  combine  to  determine 
level  of  performance  aimed  for? 


the 


(6) 


(c) 


Identify  three  implications  that  the 
model  of  motivation  has  for  managers. 


expectancy 
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25  Q.5 

(5)  (a)  i)  Distinguish  between  programmed  and  non-pro- 
grammed  types  of  decisions. 

(8)  ii)  Describe  the  traditional  and  modern  methods 

used  to  make  these  types  of  decisions. 

(12)  (b)  According  to  Stoner,  identify  and  describe  the 
three  broad  sets  of  conditions  under  which  deci¬ 
sions  are  made. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


Specific 

Q.l  Generally  a  well  done  question.  Most  common  error  was  in¬ 
complete  answers  indicating  insufficent  preparation  or 
recollection. 

Q.2  Many  answers  dealt  with  resistance  to  change  rather  than 
with  behavior  after  the  achievement  of  a  change.  Perhaps 
such  students  did  not  properly  read  and  understand  the 
question. 

q.3  The  main  problem  here  was  basically  lack  of  details  on  the 
major  attributes  of  organic  organization,  indicating  a 
lack  of  depth  in  understanding  the  material. 

0.4  Main  problem  area  was  part  (b)  of  this  question  -  in  par¬ 
ticular,  lack  of  details  as  contained  in  the  solution. 

q . 5  This  question  was  done  fairly  well.  The  "common  error"  was 
a  lack  of  information  on  the  three  conditions.  Some  stu¬ 
dents  mistakenly  discussed  changing,  turbulent  and  stable 
environments . 
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MANAGEMENT  510  EXAMINATION 

March,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

25  Q.l 

(8)  (a)  Four  advantages  of  group  problem  solving  are: 

i)  Greater  knowledge  and  information. 

ii)  More  approaches  to  a  problem. 

iii)  Increased  acceptance  of  solutions. 

iv)  Better  comprehension  of  the  decision. 

(8)  (b)  Four  disadvantages  of  group  work  are: 


i) 

Premature  decisions  which  preclude  better 
solutions. 

ii) 

Individual  domination  by  a  leader  even  though 
his  or  her  problem  solving  skills  may  be 
weak. 

iii) 

Conflicting  alternative  solutions  may  cause 
group  members  to  defend  their  own  ideas  in¬ 
stead  of  considering  objectively  the  merits 
of  other  proposals. 

iv) 

Prior  commitment  to  a  particular  solution  can 
lead  to  a  failure  to  consider  alternatives. 

(9)  (c)  Students  may  identify  any  three  of  the  following 
five  factors  as  assets  or  liabilities  (pp. 
337-38)  : 


i) 

Disagreement  can  foster  creativity  and  inno¬ 
vation,  or  it  can  breed  resentment  and  hos¬ 
tility. 

ii) 

Conflicting  interests  can  bring  different 
perspectives  to  a  problem  or  incompatible 
goals. 

iii) 

Taking  risks  or  risky  decisions. 

iv) 

Group  decisions  take  longer  and  are  more  ex- 

pensive  than  individual  decisions,  but  in 
many  cases  are  more  effective. 


Page  345 


Continued . . . 
Page  1  of  7 


v)  Changing  minds.  To  reach  agreement,  some 
group  members  must  change  their  original 
position.  This  can  be  an  asset  or  liability 
depending  if  the  creative  or  constructive 
ideas  are  lost. 


25 


0.2  , 

(7)  (a)  After  the  initial  happiness  and  release  of  energy 

accompanying  the  achievement  of  a  change  in  the 
organization,  employees  may  feel  a  let-down  or 
"hang-over"  effect.  Managers  tend  to  turn  their 
attention  to  matters  other  than  those  pertaining 
to  the  change.  Excitement  gives  way  to  routine, 
and  stability  results  in  a  lack  of  challenge  for 
employees.  One  consequence  may  be  reverting  to  the 
old  ways  of  operating.  Managers  must  therefore 
constantly  attempt  to  monitor  and  improve  the 
changed  situation  to  avoid  the  tendency  to  relapse 
to  old  ways  of  operating. 

(18)  (b)  Managers  may  institute  specific  feedback  mech¬ 
anisms  to  maintain  and  update  change.  Four  of 
these  are  given  below: 


(4  1/2)  i)  Periodic  team  meetings  of  management  people 
who  were  involved  directly  in  the  change  may 
be  held  to  review  how  the  team  is  reacting  to 
the  new  goals  or  system  and  to  set  new  goals 
for  the  next  short-term  period. 


(4  1/2)  ii)  Organization  sensing  meetings  may  be  held 
among  top  managers,  each  time  with  a  dif¬ 
ferent  small  group  of  employees  from  various 
units  and  levels  in  the  organization.  These 
meetings  allow  top  management  to  view  the 
state  of  the  organizational  change  from  a 
variety  of  viewpoints  within  the  organiza¬ 
tion. 

(4  1/2)  iii)  Periodic  intergroup  meetings  may  be  held  be¬ 
tween  groups  with  newly  established  relation¬ 
ships  to  clarify  work  procedures  and  maintain 
contact  and  collaboration  among  groups. 

(4  1/2)  iv)  Renewal  conferences  or  retreats  can  be  held 
to  examine  company  priorities,  to  determine 
the  agenda  for  future  planning  meetings,  to 
identify  and  discuss  new  environmental  ele¬ 
ments,  and  to  examine  other  aspects  of  work. 
This  generally  improves  group  planning. 
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Q.3  According  to  Burns  and  Stalker,  the  "organic"  form  of 

organization  is  characterized  by  the  following 

attributes: 

(a)  Individuals  do  not  work  at  very  limited,  special 
purpose,  specialized  jobs.  Instead  they  tend  to  be 
generalists  who  guide  the  way  they  do  their  work 
in  light  of  shared  beliefs  about  the  values  and 
goals  of  the  organization.  Thus,  tasks  are  seen  to 
be  more  meaningful  and  realistic  than  in  the  more 
mechanistic  or  bureaucratic  forms  of  organization. 

(b)  Individuals  who  work  in  organic  forms  of  organiza¬ 
tion  are  expected  to  be  committed  to  the  goals  of 
the  organization  such  that  the  individual  is  a  re¬ 
source  to  be  used  by  the  working  organization. 
There  is  little  formalization  of  rights  and  res¬ 
ponsibilities  and  individuals  are  expected  and  en¬ 
couraged  to  use  their  expertise  where  it  fits. 

(c)  Expertise,  knowledge  about  technical  and  com¬ 
mercial  issues,  and  managerial  "know-how"  is  dis¬ 
tributed  widely  throughout  the  organization.  It  is 
not  presumed  that  the  sole  source  of  authority  and 
expertise  lies  only  at  the  highest  levels  of  the 
hierarchy  of  authority. 

(d)  Communications  are  likely  to  be  at  least  as  much 
lateral  as  vertical.  Also,  communications  are  more 
likely  to  be  couched  in  terms  of  advice  and  infor¬ 
mation  than  instructions  or  decisions.  Thus,  or¬ 
ganic  organizations  are  likely  to  be  characterized 
by  much  informal  communication  between  people  who 
belong  to  different  departments  and  who  occupy 
different  ranks. 

(e)  Organic  organizations  are  likely  to  violate  the 
classical  management  principles  which  emphasize 
clarity  of  structure,  unity  of  command,  hierarchy 
of  authority  and  task  specialization  and  formali¬ 
zation. 

(f)  Managers  in  organic  organizations  are  likely  to  be 
uneasy  and  embarrassed  about  the  dynamic,  uncer¬ 
tain  nature  of  their  organization.  There  will  be 
continual  pressures  to  make  the  organization  more 
clear  and  stable  -  but  these  pressures  should  be 
resisted  if  environmental  uncertainties  persist 
and  organizational  survival  depends  on  continued 
adaptation. 


S510M84 


Page  347 


page  3  of  7 


25 


Q.4 

(9) 


(a)  Performance-outcome  expectancy  derives  from  the 
notion  that  individuals  make  conscious  decisions 
about  their  behavior.  When  an  individual  contem¬ 
plates  doing  something,  the  individual  develops 
expectations  about  the  consequences  of  the  actions 
he  is  contemplating.  Performance-outcome  expect¬ 
ancy  then  is  the  linkage  of  expected  individual 
and  organization  outcome  to  different  levels  of 
contemplated  performance. 


Valence  is  the  subjective  value,  to  each  individ¬ 
ual,  of  each  outcome  expected  to  be  obtained. 


Effort-performance  expectancy  is  the  linkage 
between  effort  and  performance.  In  this  rational 
analysis,  the  individual  assesses  how  much  effort 
would  be  required  to  produce  a  given  level  of  per¬ 
formance  . 

(10)  (b)  The  expectancy/valence  approach  to  individual 

behavior  in  organizations,  assumes  the  following 
"rational"  sequence  of  considerations: 


The  individual's  assessment  of  a  desired  outcome 
or  reward  is  combined  with  the  individual’s 
perception  of  the  effort  required  to  attain  a 
certain  performance  level  -  on  which  the  reward 
may  be  contingent.  This  produces  a  first 
approximation  of  how  much  effort  the  individual 
judges  he  should  spend.  However,  this  is  modified 
by  the  individual's  assessment  of  his  traits  and 
abilities  and  his  perception  of  the  degree  to 
which  other  organizational  members  will  permit, 
encourage  or  deny  levels  of  effort  required  to 
obtain  the  desired  performance  level. 

Attainment  of  the  performance  level  is  then  linked 
to  desired  outcomes  through  the  performance- 
outcome  expectancy.  These  outcomes  may  be  extrin¬ 
sic  or  intrinsic  rewards.  They  are  evaluated 
relative  to  how  much  others  are  receiving  for 
similar  job  inputs  and  in  terms  of  original  expec¬ 
tations  and  the  net  satisfaction  or  dissatisfac¬ 
tion  which  may  result  from  these  comparisons.  How¬ 
ever,  this  experience  will  serve  to  modify  the  ex¬ 
pectancies  the  individual  will  use  the  next  time 
he  considers  achieving  certain  levels  of  perfor¬ 
mance  . 


S510M84 


Page  348 


Continued. . . 
Page  4  of  7 


25 


(6)  (c)  The  expectancy  model  of  motivation  has  the  follow¬ 

ing  implications  for  managers  and  organizations: 

i)  Individuals  often  want  different  rewards  or 
different  mixes  of  rewards.  Find  out  who 
wants  what. 

ii)  The  desired  performance  levels  should  be 
identified  and  communicated  to  subordinates. 


iii)  Performance  levels  should  be  attainable. 

iv)  Desired  rewards  should  be  closely  linked  to 
attainment  of  performance  levels. 

v)  Rewards  should  be  adequate. 

vi)  Factors  which  inhibit  the  operation  of  the 
manager's  reward  system  should  be  removed. 


0.5 

(5)  (a)  i)  Programmed  decisions  are  routine  and  repeti¬ 

tive  decisions  where  the  organization  or  the 
individual  has  developed  specific  methods  of 
deciding  what  to  do. 


Non-programmed  decisions  are  those  where 
choice  has  to  be  made  among  unique  alterna¬ 
tives  and/or  in  a  novel  situation. 


(8)  ii)  Traditionally  programmed  decisions  are  made 

in  accordance  with  some  habit,  rule  or  stan¬ 
dard  procedure.  For  example,  all  organiza¬ 
tions  have  written  (and  unwritten)  rules 
regarding  how  commonly  encountered  situations 
should  be  handled  and  these  are  often  intern¬ 
alized  by  organizational  members  in  terms  of 
common  values  and  expectations  and  shared 
goals . 

Non-programmed  decisions  are  typically  made 
by  applying  general  problem-solving  processes 
in  specific,  one-shot,  ill-structured  situa¬ 
tions.  Here,  managers  often  rely  on  judgment, 
intuition  and  creative  problem-solving,  to 
solve  problems.  Managers  often  use  heuristic 
procedures  or  rules-of-thumb  to  figure  out 
what  to  do. 
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The  capacity  to  exercise  judgment  in  novel 
situations  is  not  a  skill  that  can  be  taught 
with  any  great  precision.  Experience  and  ma¬ 
turity  together  with  some  training  may  im¬ 
prove  the  quality  of  non-programmed  deci¬ 
sion-making  but  even  so,  some  managers  will 
exhibit  superior  judgment  and  this  quality  is 
a  good  criterion  in  the  selection  for 
development  of  senior  managers. 

Modern  methods  of  decision-making  have  been 
developed  to  supplement  traditional  methods 
of  decision-making.  For  example,  larger, 
technically  advanced  organizations  have  ap¬ 
plied  operations  research  techniques  such  as 
computer  simulation  to  relatively  routine, 
repetitive  decisions  so  that  managers  can  use 
the  results  of  powerful  analytic  techniques. 
However,  these  techniques  do  not  apply  read¬ 
ily  to  non-programmed,  ill-structured  deci¬ 
sions.  In  these  situations,,  more  general- 
purpose  or  "rule-of-thumb"  techniques  may  be 
incorporated  into  computer  programs  which  may 
help  a  manager  analyze  a  situation.  In  more 
complex  and  unique  situations,  managers  rely 
on  teachable  skills  which  assist  in  the  sys¬ 
tematic  management  of  a  decision  process. 
(Refer  to  Table  6.1,  p.  162.) 

(12)  (b)  The  extent  and  quality  of  information  avail¬ 

able  to  managers  when  they  face  a  decision 
situation  can  vary  enormously.  Stoner  iden¬ 
tifies  three  broad  sets  of  conditions  under 
which  decisions  are  made:  certainty,  risk, 
and  uncertainty. 

Under  conditions  of  certainty,  managers  have 
enough  information  to  know  exactly  what  the 
outcome  of  their  decision  will  be.  Of  course, 
no  future  outcome  is  ever  perfectly  certain. 
Nevertheless,  conditions  of  relative  certain¬ 
ty  exist  for  a  proportion  of  all  management 
decisions  where  the  consequences  of  a  manager 
choosing  any  of  several  alternatives  is 
known. 

Under  conditions  of  risk,  managers  do  not 
know  exactly  what  will  happen  in  the  future. 
However,  they  do  know  that  a  limited  set  of 
consequences  may  occur  and  they  can  estimate 
the  probability  of  each  consequence  occur¬ 
ring.  In  evaluating  the  likely  payoff  from 
the  selection  of  each  alternative,  managers 
calculate  the  expected  value  of  each  alterna¬ 
tive. 
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Under  conditions  of  uncertainty,  managers  do  not 
know,  or  have  good  estimates  of,  the  exact  pro¬ 
babilities  attached  to  each  available  alterna¬ 
tive.  In  these  conditions,  there  are  usually  too 
many  variables  or  too  many  unknown  facts  for  a 
manager  to  be  able  to  predict  precisely  the  prob¬ 
able  outcome  of  a  decision.  In  these  conditions, 
managers  may  make  use  of  educated  guesses,  hunches 
and  intuition  to  help  them  assess  the  qualitative 
aspects  of  the  situation  as  they  do  not  have  suf¬ 
ficient  information  to  attempt  a  quantitative 
assessment. 


100 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
June,  1984 


Marks 


Time:  3  Hours 


NOTE:  Answer  any  FOUR  of  the  following  five  questions. 

25  Q.l  Effective  leadership  seems  to  depend  on  a  number  of 

variables  or  factors. 


25 


25 


REQUIRED: 

Describe  five  personality  and  situational  factors  that 
influence  effective  leadership. 

q.2  Organization  charts  illustrate  the  formal  functions 
and  relationships  of  organizations. 

REQUIRED: 

(10)  (a)  Outline  the  five  major  aspects  of  an  organiza¬ 

tion's  structure  that  are  illustrated  by  an 
organization  chart. 

(5)  (b)  Briefly  define  the  terms  "organization  by  divi- 

-sion"  and  "organization  by  function". 

(10)  (c)  Identify  the  potential  advantages  and  disadvan¬ 

tages  of  each  of  these  methods  of  organizing. 

Q.3  Two  criteria  appropriate  for  assessing  the  effective¬ 
ness  of  a  decision  are  (i)  the  objective  quality  of 
the  decision,  and  (ii)  the  acceptance  of  the  decision 
by  those  who  must  execute  it. 

REQUIRED: 

Describe  how  these  decision  criteria  of  quality  and 
acceptance  can  be  used  to  evaluate  the  likely  effec¬ 
tiveness  of  different  styles  of  managerial  decision¬ 
making,  depending  on  the  conditions  faced  by  the 
manager. 
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0.4  An  effective  manager  should  be  able  to  identify  the 
sources  of  organizational  conflict  as  well  as  be  able 
to  distinguish  between  "good"  and  "bad"  conflict. 

REQUIRED: 


(15)  (a)  List  and  briefly  discuss  five  major  sources  of 

organizational  conflict. 


(6) 

(b) 

Identify 
viewed  as 

three 

"good1 

situations  where 
"  or  functional. 

conflict  can 

be 

(4) 

(c) 

dent if y 
viewed  as 

two 

"bad” 

situations  where 
or  disf unctional . 

conflict  can 

be 

25  Q.5  Formal  and  informal  controls  allow  managers  to  correct 

mistakes  people  make  before  they  become  critical. 

REQUIRED: 

(15)  (a)  Discuss  -  three  organizational  factors  that  make 

formal  controls  essential. 

(10)  (b)  Discuss  informal  controls  in  groups  in  an  organi¬ 

zation  in  terms  of  the  source  of  the  informal  con¬ 
trols,  standards  for  evaluation,  signals  for  cor¬ 
rective  action,  rewards  and  punishments. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS *  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 


Many  students  still  do  not  heed  the  examination  warning  of  reading  the  questions 
and  answering  what  is  asked.  Instead,  they  answer  what  they  know  or  remember 
best. 


Specific 

Q.  1  While  the  Hersey  and  Blanchard  theory  was  the  intended  solution, 

marks  were  given  for  answers  that  discussed  other  theories  of 
leadership  and  for  answers  that  basically  'discussed  such  factors 
as  organizational  climate  and  structure,  nature  of  task,  the  environ¬ 
ment  and  so  on. 


Q.2 


Q-3 


Q.4 


Q-5 


(a)  This  part  was  generally  well  answered.  A  common  error  was 
to  restate  the  same  point.  Other  responses  provided  incomplete 
information  on  the  various  aspects  of  the  question. 

(b)  A  common  problem  area  was  that  definitions  were  incorrect, 
either  wrong  or  switched  around. 

(c/  This  part  was  answered  fairly  well.  Many  answers  were  nicely 
organized  into  a  matrix  form  of  advantages  and  disadvantages 
of  each  type  of  organization. 

Though  many  students  could  identify  the  five  styles,  they  were 
not  as  successful  in  showing  the  conditions  under  which  each  style 
would  be  effective.  Many  students  did  not  even  discuss  the  Vroom- 
Yetton  theory.  Instead,  they  discussed  Blake  and  Mouton,  or  Mintzberg, 
or  Likert.  Such  students  either  misread  the  question  or  did  not 
know  the  required  material. 

(a)  A  very  common  mistake  here  was  to  discuss  various  levels 
or  types  of  conflict,  such  as  staff-line  or  interpersonal, 
rather  than  sources  of  conflict.  Otherwise,  this  section 
was  handled  fairly  well. 

(b)  and  (c)  These  parts  were  handled  fairly  well. 

Common  mistakes  included  a  focus  on  self-control  or  a  focus  on 
informal  groups,  rather  than  informal  controls  in  groups  in  organ¬ 
izations  . 

(a)  Many  students,  despite  the  requirement  to  discuss  organizational 
factors  listed  the  fact  that  people  make  errors/mistakes 
as  one  of  the  organizational  factors.  The  delegation  of 
authority  was  frequently  left  out. 

(b)  This  section  was  answered  more  poorly  than  (a)  perhaps  because 
it  demanded  more  specific,  detailed  information.  Good  answers 
were  organized  around  the  items  requested  in  the  question. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  510  EXAMINATION 
June,  1984 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


25  Q.l  Factors  that  influence  leader  behavior  are: 

(a)  Leader's  personality,  past  experiences,  and  expec¬ 
tations. 

A  manager's  values,  background  and  past  experience 
will  affect  his  choice  of  style.  Someone  who 
values  his  position  of  authority,  who  likes  to 
adopt  an  authoritarian  role  and  who  has  had  suc¬ 
cess  supervising  subordinates  closely  will  be  more 
autocratic  and  'boss  like'  than  someone  who  values 
the  self-fulfillment  needs  of  his  subordinates. 

(b)  Expectations  and  behavior  of  superiors. 

Managers  also  have  superiors,  and  what  superiors 
want  and  reward  is  often  produced  by  a  manager. 
Thus,  superiors  that  emphasize  production  criteria 
and  promote  high  producers  more  rapidly  than  man¬ 
agers  that  emphasize  employee  development,  will 
tend  to  have  production-oriented  managers. 

(c)  Subordinates'  characteristics,  expectations  and 
behavior. 

The  abilities  and  characteristics  of  the  people 
supervised  by  a  manager  will  also  influence  his 
style.  In  general,  managers  adopt  a  'hands-off' 
approach  to  highly  skilled,  productive  employees 
but  supervise  new,  low-producing  employees  more 
closely.  Subordinate  attitudes  and  expectations 
also  influence  leader  behavior  -  though  managers 
need  to  ensure  that  their  view  of  realistic  orga¬ 
nizational  priorities  will  dominate  the  selection 
of  leadership  style  in  the  medium  to  long-term. 

( d)  Task  requirements. 

Where  the  manager  knows  what  it  takes  to  get  a  job 
done  (and  the  subordinates  have  less  knowledge) 
and  jobs  can  be  specified  with  some  precision  -  a 
detailed  style  of  supervision  is  likely  to  be 
employed.  However,  if  subordinates  possess  as  much 
expertise  as  the  manager  and  much  team-work  is  re¬ 
quired,  a  more  people-centered  style  of  supervi¬ 
sion  will  be  used. 
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e)  Organizational  climate  and  politics. 

These  factors  are  often  communicated  through  the 
styles  of  immediate  superiors,  but  not  always. 
Some  organizations  encourage  team-work  and  group- 
centered  styles  of  management.  Other  organizations 
reward  competent  managers  who  are  seen  to  be  1  in 
charge ' . 

(f)  Peer  expectations  and  behavior. 

Managers,  like  most  people,  are  influenced  by  the 
expectations  of  their  peers.  Managers  form  friend¬ 
ships  with  their  colleagues  who  are  an  important 
source  of  both  organizational  and  personal  sup¬ 
port  . 

Note  to  Marker:  Students  are  required  to  answer 
any  five  of  the  above  six  factors. 


(a)  Organization  charts  illustrate  the  following  five 
aspects  of  an  organization's  structure: 

i)  The  division  of  work.  Each  box  represents  an 
individual  or  organizational  sub-unit  respon¬ 
sible  for  a  given  part  of  the  organization's 
work  load. 

ii)  Managers  and  subordinates.  The  solid  lines 
between  boxes  indicate  who  reports  to  whom 
(the  chain  of  command). 

iii)  The  type  of  work  being  performed.  Labels  or 
descriptions  for  the  boxes  indicate  different 
types  of  work  being  performed  and/or  areas  of 
responsibil ity. 

iv)  The  grouping  of  work  segments.  The  chart  as  a 
whole  indicates  what  basis  was  used  for  di¬ 
viding  up  the  organization's  activities. 

v)  Levels  of  management.  The  chart  also  indi¬ 
cates  the  entire  management  hierarchy  and 
shows  at  which  level  individuals  or  certain 
responsibilities  are  located. 

(b)  Organization  by  division.  This  basis  of  grouping 
brings  together  in  one  department  all  those  dif¬ 
ferent  functions  which  relate  directly  to  the 
development,  production  and  marketing  of  a  group 
of  similar  products. 

Organization  by  function.  This  basis  of  grouping 
brings  together  in  one  department  all  those  en¬ 
gaged  in  related  activities  and/or  those  that  use 
similar  specialized  skills.  An  example  would  be  an 
organization  split  into  Production,  Marketing, 
Finance,  and  Personnel  departments. 
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10)  (c)  The  advantages  of  the  division  form  are  that  over¬ 
all  performance  measures  related  to  product  prof¬ 
itability  can  be  used  and  coordination  across 
function  is  eased.  Potential  disadvantages  include 
a  loss  of  perspective  on  overall  organizational 
goals  and  possible  duplication  of  certain  special¬ 
ist  requirements. 

The  advantage  of  the  functional  form  is  that  spe¬ 
cialist  skills  and  functions  are  emphasized.  A 
potential  disadvantage  is  that  most  products  re¬ 
quire  coordination  across  functional  lines  and 
this  is  usually  obtained  at  high  levels  in  the 
hierarchy  with  losses  of  decision  time  and  local, 
specialized  knowledge. 

Q.3  Vroom  and  Yetton  use  the  decision  criteria  of  quality 
and  acceptance  to  evaluate  the  likely  effectiveness  of 
different  styles  of  managerial  decision-making,  de¬ 
pending  on  the  conditions  faced  by  the  manager  (page 
179). 

First  Vroom  and  Yetton  identified  five  different 
styles  of  managerial  decision-making  that  represent  a 
continuum  from  authoritarian  (types  1  and  2)  to  con¬ 
sultative  (types  3  and  4)  to  fully  participative  (type 
5)  . 

1)  The  manager  solves  the  problem  himself,  using  in¬ 
formation  currently  available. 

2)  The  manager  obtains  necessary  information  from  his 
subordinates  and  then  decides  on  the  solution  to 
the  problem  himself. 

3)  The  manager  shares  the  problem  with  individual 
subordinates,  then  he  makes  the  decision. 

4)  The  manager  shares  the  problem  with  his  subordi¬ 
nates  as  a  group,  then  he  makes  the  decision. 

5)  The  manager  shares  the  problem  with  his  subordi¬ 
nates  as  a  group  and  the  decision  is  made  when 
consensus  is  reached. 

In  general,  Vroom  and  Yetton  recommend  that  within  the 
constraints  imposed  by  requirements  for  decision  qua¬ 
lity  and  decision  acceptance,  managers  choose  that 
style  which  minimizes  decision  time  and  resistance 
from  subordinates.  For  example,  if  the  manager  had 
sufficient  information  to  make  a  decision  and  he  had 
the  legitimate  power  to  implement  the  decision  -  then 
style  1  would  be  appropriate.  If  the  manager  still  had 
legitimacy  of  decision  implementation  but  needed  more 
information,  styles  2  or  3  would  probably  work  best. 
However,  if  the  manager  still  had  legitimacy  for  deci¬ 
sion  implementation,  but  did  not  understand  the  pro¬ 
blem  well  he  might  use  style  4. 
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But,  if  group  acceptance  was  critical  for  decision  im¬ 
plementation  and  the  manager  believed  group  members 
would  not  resist  a  high  quality  decision,  style  5 
would  be  recommended.  However,  if  the  manager  believed 
that  group  discussion  would  generate  much  conflict,  he 
would  be  advised  to  use  one  of  the  individual  styles 
such  as  styles  2-3. 

Note  to  Marker:  Students  may  also  provide  an  answer 
which  discusses  three  sets  of  conditions  under  which 
decisions  are  made;  namely,  certainty,  risk,  and  un¬ 
certainty  (see  Stoner  page  162FF).  While  an  answer 
discussed  in  these  terms  would  not  be  the  intended 
solution,  nonetheless,  the  student  could,  with  some 
ingenuity  and  skill,  provide  an  adequate  answer  along 
these  lines. 


25  0.4 

(15)  (a)  The  five  major  sources  of  organizational  conflicts 

are : 

i)  Conflict  over  the  allocation  of  scarce  re¬ 
sources  which  need  to  be  shared  among  organi¬ 
zational  members  and  units. 

ii)  Conflict  over  differences  in  sub-unit  goals 
which  occurs  as  a  consequence  of  specializa¬ 
tion  and  differentiation  within  the  organiza¬ 
tion.  Different  units  face  different  problems 
and  opportunities,  and  often  have  different 
priorities  from  others  in  the  organization. 

iii)  Conflict  over  the  interdependence  of  work. 
This  occurs  especially  when  one  unit  is  not 
able  to  begin  its  work  until  another  fin¬ 
ishes,  or  one  unit  has  to  clear-up  after 
another.  When  the  units  are  evaluated  and  re¬ 
warded  separately,  opportunities  for  conflict 
are  high. 

iv)  Conflict  occurring  as  a  consequence  of  dif¬ 
ferent  attitudes,  values  and  perception 
throughout  the  organization.  Conflict  is 
institutionalized  in  collective  bargaining 
between  management  and  labor,  but  the  pro¬ 
nounced  differences  in  values  encountered 
there  can  also  occur  between  other  parts  of 
the  organization. 

v)  Conflict  occurring  from  mis-communication , 
ambiguities  and  differences  in  style.  Some 
people  like  fights,  games  and  debates  and  en¬ 
joy  escalating  conflict.  These  people  may 
deliberately  choose  interpretations  of  commu¬ 
nication  which  suit  their  preferred  style. 
Others  may  get  into  conflict  situations  be¬ 
cause  of  genuine  misinterpretation  of  ambi¬ 
guous  messages. 
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(6)  (b)  Lack  of  any  sign  of  conflict  is  probably  a  signal 

that  there  is  insufficient  discussion  of  different 
points  of  view  and  the  organization  is  "in  a  rut." 
Conflict  in  innovative,  organic  organizations  is 
usually  a  sign  of  healthy  change.  Often,  however, 
conflict  is  a  sign  of  a  problem  needing  atten¬ 
tion.  If  these  signs  are  investigated  and  not  per¬ 
mitted  to  generate  too  much  noise,  conflict  is 
usually  an  important  component  of  organizational 
functioning. 


(4)  (c)  On  the  other  hand,  conflict  can  escalate  to  very 

high  levels,  where,  if  not  managed  well,  it  can 
disrupt  overall  organizational  effectiveness  as 
too  much  energy  is  spent  on  unnecessary  disputes. 
High  levels  of  conflict  in  more  bureaucratic 
organizations  is  often  dysfunctional  if  stable 
conditions  continue  to  justify  a  more  structured 
organization. 


0.5 

(15) 


(a)  The  changing  nature  of  the  environment  or  organi¬ 
zation  make  controls  necessary.  No  organization 
exists  in  a  completely  static  environment.  As  mar¬ 
kets  change,  new  products  emerge,  new  materials 
are  discovered  and  new  regulations  are  passed,  the 
control  function  helps  managers  detect  these 
changes  and  act  to  deal  with  the  threats  or  oppor¬ 
tunities  which  are  provided  by  the  environment. 


The  complexity  of  large  organizations  requires 
formal  controls.  Diverse  product  lines,  diverse 
markets  and  the  program  of  many  retail  outlets 
need  to  be  examined  carefully.  As  well,  decentral¬ 
ization  of  many  organizations  means  that  control 
from  headquarters  is  not  necessary,  but  the  con¬ 
trol  activities  of  each  decentralized  unit  have  to 
be  very  precise  so  that  general  managers  and  cor¬ 
porate  managers  can  adequately  evaluate  and  com¬ 
pare  each  unit's  effectiveness. 

The  delegation  of  authority  by  managers  is  neces¬ 
sary  in  any  large  organization.  Nevertheless,  man¬ 
agers  are  responsible  for  their  subordinates' 
behavior  to  higher  levels  of  management.  Controls 
are  a  way  of  monitoring  subordinates  and  correct¬ 
ing  problems  with  their  activities  before  the 
problems  are  serious. 
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(10)  (b)  Informal  group  controls  derive  from  mutual  commit¬ 

ments  among  group  members  to  group  values  and 
ideals.  Behavior  and  performance  are  evaluated 
against  group  norms,  and  deviance  from  these  norms 
is  a  signal  for  the  group  to  take  corrective 
action.  Peer  approval,  membership  inclusion  in  the 
group  and  even  the  possibility  of  attaining  infor¬ 
mal  leadership  are  the  rewards  for  conforming  to 
group  norms.  Punishment  for  deviance  run  the  gamut 
from  friendly  kidding  to  hostile  ostracism. 


100 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


MANAGEMENT  ACCOUNTING  512  EXAMINATION 
December,  1983 


Marks  Time:  3  Hours 

NOTE:  In  organizing  your  answers,  headings  and  subheadings  are  encouraged.  How¬ 
ever,  a  simple  listing  of  points  is  not  adequate.  Points  made  must  be  developed  and 
supported.  Answers  should  be  well-articulated,  integrated,  concise,  and  should  de¬ 
velop  a  conclusion  based  on  convincing  logic  and  substantive  content. 

10  Q.l 

(5)  (a)  It  has  been  suggested  that  the  short-term  profit  emphasis  of  management  control 

systems  in  the  United  States  auto  industry  is  a  prime  factor  in  its  recent  competi¬ 
tive  decline  vis-a-vis  the  Japanese  auto  industry  where  the  management  control 
systems  have  a  longer  term  emphasis.  Discuss  this  suggestion. 

(5)  (b)  Discuss  “goal  congruence”  in  the  context  of  the  control  of  discretionary  costs 

such  as  research  and  development  in  decentralized  corporations. 

25  Q.2  The  Skagit  Manufacturing  Company  Limited  manufactures  three  main  lines  of  sport¬ 

ing  equipment:  hunting,  fishing  and  camping.  These  three  lines  are  marketed  under  the 
“Skagit"  logo  in  Canada,  under  two  area  marketing  managers  —  Eastern  Canada  and 
Western  Canada.  The  company’s  president  has  been  concerned  with  the  poor  perfor¬ 
mance  of  the  Eastern  Marketing  Division  and,  since  the  equipment  is  manufactured  in 
Western  Canada,  has  decided  to  close  the  Eastern  Marketing  Division. 

The  corporate  comptroller  had  prepared  the  following  two  exhibits  upon  which  this 
decision  was  based: 


EXHIBIT  I 

Marketing  Divisions  Operating  Statements 
For  year  ended  December  31,  1982  ($’000’s) 


Western 

Eastern 

Total 

Sales 

$2,400 

$  400 

$2,800 

Cost  of  Sales 

1,560 

280 

1,840 

Gross  Margin 

840 

120 

960 

Marketing  Expenses 

200 

90 

290 

Administration  Expenses 

80 

62 

142 

Income  (loss)  before  taxes 

$  560 

$  (32) 

$  528 

EXHIBIT  II 

Data  on  1982  Sales  ($’000’s) 

Product  Lines 
Hunting  Fishing 

Camping 

Sales 

$1,150 

$1,000 

$  650 

Variable  Cost  as  %  of  Sales 

Cost  of  Sales  50% 

65% 

70% 

Marketing 

3% 

3% 

2% 

Sales  by  Market 

Eastern 

$  150 

$  200 

$  50 

Western 

$1,000 

$  800 

$  600 
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NOTE:  (1)  Administrative  and  fixed  production  expenses  are  both  indirect  to  the  two 
marketing  divisions  and  three  product  lines. 

(2)  Fixed  marketing  expenses  are  separable  by  marketing  divisions. 


REQUIRED: 


(15)  (a)  Prepare  an  appropriate  analysis  to  show  whether  or  not  you  would  drop  the 

Eastern  Marketing  Division,  specifying  any  assumptions  you  might  need  to  make. 
Your  conclusions  should  be  stated  in  a  clear  narrative. 

(5)  (b )  Prepare  a  schedule  showing  contribution  by  product  line  and  for  the  firm  in  total . 


(5)  (c)  The  production  capacity  to  produce  the  fishing  line  could  be  modified  to  produce 

hang  gliders  but  would  increase  manufacturing  fixed  costs  by  $40,000  per  year. 
How  much  contribution  would  hang  gliders  have  to  earn  each  year  to  justify  a 
changeover?  Explain. 

10  Q.3  Discuss,  with  illustrative  examples,  the  "Top-down”  vs.  "Bottom-up”  approach  to 

budget  preparation. 

20  Q.4  Discuss  each  of  the  following  management  control  system  concepts.  Include  illustra¬ 

tive  examples  showing  positive  and  negative  attributes. 

(5)  (a)  Expense  Centre 


(5)  (b)  Revenue  Centre 


(5)  (c)  Profit  Centre 

(5)  (d)  Transfer  Pricing 

35  Q.5  Read  the  attached  case  Aberdeen  Electronics  Inc.  before  attempting  to  answer  this 

question. 

REQUIRED: 


(15)  (a)  Analyse  and  evaluate  the  pricing  situation  described  in  the  case  and  advise  Mr. 

Maxwell,  with  reasons,  on  the  price  he  should  accept  from  Magnus  for  the  K-50. 

(10)  (b)  Explain  why  the  management  of  Aberdeen  had  such  difficulty  agreeing  on  a  price 

at  which  they  should  sell  the  K-50. 

(10)  (c)  Discuss  the  problems  expressed  by  the  K-50  pricing  issue  and  the  overall  implica¬ 

tion  to  Aberdeen’s  profits. 
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Aberdeen  Electronics  Inc. 


The  Aberdeen  Electronics  Corporation  was  an  industrial  supplier  of  small  electronic 
parts,  switches,  and  subassemblies  used  by  a  wide  variety  of  other  manufacturing 
firms.  The  company  prided  itself  on  the  quality  of  their  products  and  their  ability  to 
manufacture  to  the  precise  specifications  of  their  industrial  customers.  It  was  not 
unusual  for  the  firm  to  design  specific  machinery,  sometimes  at  considerable  expense, 
in  order  to  produce  specialized  parts  for  high-volume  purchasers.  The  company 
salesmen  were  in  reality  highly  salaried  engineers  who  often  acted  as  trouble  shooters 
and  were  greatly  respected  by  Aberdeen's  customers. 

One  of  Aberdeen's  major  customers  was  a  producer  of  a  varied  line  of  electronic 
equipment  and  household  appliances.  This  customer.  Magnus  Manufacturing,  Inc., 
purchased  a  wide  line  of  Aberdeen  products.  In  the  fall  of  1965,  Magnus  had  con¬ 
tracted  with  Aberdeen  to  purchase  an  intricate  thermostatic  switch  to  be  used  in 
conjunction  with  a  government  defense  contract.  The  requested  item,  known  as 
"Model  K-50  subassembly  Part  10,’’  required  that  Aberdeen  develop  a  specialized 
stamping  machine  and  allied  equipment  which  could  not  be  readily  used  for  any  other 
purpose.  As  the  machinery  in  question  required  an  investment  of  almost  $250,000, 
including  development  costs,  the  decision  to  supply  Model  K-50  was  not  undertaken 
lightly. 

At  the  time  the  decision  was  made,  Magnus  Manufacturing,  based  upon  their  govern¬ 
ment  contract,  agreed  to  purchase  "at  least  10,000  units  of  K-50  yearly  at  "a  price 
not  to  exceed  $16.00  per  unit.  ’ '  This  purchase  agreement  was  to  extend  for  a  minimum 
of  5  years,  from  1966  through  1970. 

Aberdeen  estimated  that  the  cost  of  production  of  K-50,  including  depreciation  on  the 
specialized  machinery,  would  approximate  this  price.  That  is,  Aberdeen  expected  to 
"break  even"  at  approximately  $16.00  per  unit.  On  the  other  hand,  the  Magnus 
account  was  believed  to  be  so  important  that  Aberdeen  undertook  to  produce  this  item 
as  a  "service”  to  Magnus  at  $16. 

At  the  time  of  this  decision,  the  possibility  of  selling  additional  quantities  of  Model 
K-50  to  other  users  in  an  effort  to  increase  its  profitability  was  considered  to  be 
"rather  remote.”  On  the  other  hand,  it  was  pointed  out  that  the  capacity  to  dramati¬ 
cally  increase  output  would  exist,  and  such  potential  increased  production  would  not 
require  any  additional  investment  in  machinery  or  tools.  The  President  of  Aberdeen, 
Mr.  Alfred  E.  Maxwell,  who  personally  entered  into  the  decision,  remarked  at  the 
time,  "You  know,  the  longer  I  am  in  this  business,  the  more  I  am  convinced  that 
nothing  really  goes  to  waste.  If  you  keep  anything  long  enough,  it  will  find  a  use  and  a 
market.  The  K-50  may  surprise  us  in  the  long  run." 

After  one  year’s  production  of  Model  K-50,  Aberdeen  found  that  Magnus'  purchases 
were  slightly  higher  than  their  original  estimate;  they  purchased  12,000  units  in  1966. 
Even  at  this  volume,  however,  Aberdeen  estimated  that  only  49d  profit  was  realized 
per  unit  at  a  selling  price  of  $16.00  each.  At  one  point  management  had  considered 
increasing  the  price  to  Magnus,  but  this  idea  was  rejected  for  two  leasons.  first,  the 
original  sales  contract  specifically  limited  the  price  to  an  amount  not  to  exceed 
$16.00,"  and  second,  Magnus  threatened  that  they  would  revise  their  product  and 
substitute  another  device  for  the  assembly  requiring  Model  K-50  if  a  price  increase 
over  $16.00  became  necessary. 

A  few  days  after  the  matter  appeared  to  have  been  settled,  an  executive  from  Magnus 
offered  to  "renegotiate"  the  original  sales  contract.  He  said  that  Magnus  might  be 
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willing  to  increase  the  price  paid  for  K-50  by  10%,  if  Aberdeen  would  remove  the 
volume  requirement.  That  is,  Magnus  might  be  induced  to  pay  more  for  K-50,  if 
Aberdeen  would  release  them  from  their  obligation  to  purchase  10,000  units  yearly 
until  1970.  The  Aberdeen  executives  rejected  this  offer,  stating  in  a  closed  meeting 
that  their  investment  in  this  product  was  too  great  to  risk  any  decline  in  volume,  even 
at  a  higher  price.  The  incident  began  to  cause  some  uneasiness  among  the  Aberdeen 
executives,  especially  when  Magnus  began  to  reduce  their  orders  during  the  first  six 
months  of  1967.  However,  the  total  purchases  of  K-50  in  1967  were  ultimately  8,000 
units  at  $16.00  each. 

Early  in  1968,  when  Aberdeen  attempted  to  remind  Magnus  of  their  agreement  under 
the  contract  in  an  effort  to  guarantee  purchase  of  10,000  units  per  year,  the  entire 
matter  was  again  opened  for  rediscussion.  Magnus  claimed  that  they  had  indeed 
fulfilled  their  obligations  under  the  contract  since  they  purchased  “an  average  of 
10,000  units  in  the  1966  and  1967  two-year  period.”  Furthermore,  Magnus  contended 
that  certain  defective  parts  were  found  in  the  K-50  device,  which  might  necessitate 
that  the  contract  be  voided  in  its  entirety.  Aberdeen  acknowledged  that  some  defects 
had  occurred  in  one  shipment  of  the  K-50  device  in  the  fall  of  1967,  but  pointed  out  that 
these  units  were  replaced  free  of  charge. 

Magnus  countered  that  the  defects  had  proved  very  costly  to  them,  since  the  devices 
had  already  been  assembled  into  a  finished  product  before  the  error  was  discovered. 
They  estimated  that  their  direct  losses,  associated  with  the  defective  units,  exceeded 
the  cost  of  the  units  themselves  by  $20,000.  Aberdeen  offered  to  allow  Magnus  acredit 
of  $10,000  to  reduce  this  loss  to  Magnus,  but  Magnus  countered  that  they  would 
simply  not  be  willing  to  accept  $10,000  as  full  payment  in  this  instance. 

They  demanded  that  Aberdeen  should :  1 )  immediately  reimburse  Magnus  for  $20,000; 
2)  improve  their  quality  control  to  ensure  that  the  problem  would  not  reoccur;  3) 
reduce  the  price  of  the  K-50  unit  to  $15.50  each;  and  4)  admit  that  the  contract  should 
be  interpreted  as  10,000  units  average  yearly  over  the  entire  period  of  1966  through 
1970. 

After  considerable  negotiation  and  discussion,  it  was  agreed  that  Aberdeen  should 
meet  all  of  these  demands  by  Magnus.  This  decision  was  based  in  some  degree  upon 
the  ambiguity  which  existed  in  the  requirements  under  the  sales  agreement  of  1965, 
but  of  greater  significance  to  the  Aberdeen  executives  was  their  determination  to 
maintain  the  loyal  patronage  of  the  Magnus  Manufacturing  Corporation.  The  volume 
of  their  other  purchases  was  considerable  and  as  the  President.  Mr.  Maxwell,  again 
pointed  out,  "The  machinery  and  equipment  currently  used  on  Model  K-50  cannot 
readily  be  used  for  other  production.  It  cannot  be  permitted  to  remain  idle.  We’ll  just 
have  to  go  along  with  Magnus  in  this  instance.” 

Mr.  Alfred  Horn,  Assistant  to  the  President,  pointed  out  that  the  new  selling  price  was 
“dangerously  close  to  actual  cost.”  (Exhibit  1  presents  the  cost  data  at  a  volume  of 
10,000  units,  as  supplied  to  the  Aberdeen  management  one  week  prior  to  the  meeting 
by  Mr.  Fred  Shaw,  Comptroller  of  Aberdeen  Electronics.) 

“I  have  done  my  homework.  Al,”  replied  Mr.  Maxwell,  "but  we  are  not  in  a  strong 
position  on  this.  It  is  my  decision  to  sell  an  average  of  10,000  units  annually  to  Magnus 
at  $1 5.50  until  1970.  That  is,  unless  you  have  a  better  solution. '  ’  Mr.  Horn  did  not  offer 
any  reply. 

The  price  cut  to  $15.50  per  unit  became  effective  February  1 ,  1968.  Purchases  of  K-50 
by  Magnus  totalled  5,500  units  in  the  six  month  period  ending  in  June  of  1968.  It 
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appeared  that  relations  with  Magnus  once  again  were  quite  cordial  and  the  sale  of  K-50 
was  expected  to  reach  10,000  units  by  the  end  of  1968. 


In  June  of  1968  the  Purchasing  Director  of  Rigbee  Controls,  who  was  not  a  previous 
customer  of  Aberdeen,  contacted  the  firm  about  an  unusual  requirement  for  a  subas¬ 
sembly  for  a  thermostatic  switch  to  be  used  in  aviation  equipment.  Rigbee  had  been 
referred  to  Aberdeen  by  Magnus  and  it  was  apparent  that  considerable  executive 
friendships  existed  between  the  Magnus  and  Rigbee  Corporations. 


The  Aberdeen  engineers  discovered  that  if  Rigbee  would  make  minor  changes  in  their 
specifications  for  the  thermostatic  device,  the  Model  K-50  subassembly  Part  10  would 
adequately  fulfill  their  requirements. 


Rigbee  was  pleased  with  the  Aberdeen  suggestion  and  did  determine  that  Model  K-50 
could  fulfill  their  requirements.  They  asked  Aberdeen  to  quote  a  price  in  quantities  of 
15.000  units  annually  and  assured  Aberdeen  that  they  could  contract  for  delivery  in 
these  quantities  for  several  years  to  come. 

Aberdeen  reconfirmed  the  fact  that  ample  capacity  existed  to  expand  production  of 
K-50  to  25,000  units  per  year.  Their  comptroller,  Mr.  Fred  Shaw,  also  furnished 
revised  cost  information  to  the  Aberdeen  management  which  indicated  that  produc¬ 
tion  costs  would  be  lower  at  this  increased  volume.  (Exhibit  II  presents  the  cost  data 
supplied  by  Mr.  Shaw  fora  volume  of25,000  units. )The  management  was  pleased  that 
the  potential  volume  increase  would  permit  Aberdeen  to  receive  a  profit  estimated  at 
$3.68  per  unit,  and  it  was  decided  to  offer  K-50  to  Rigbee  at  $15.50  each. 


Aberdeen  notified  Rigbee  that  they  would  supply  them  with  Model  K-50  at  a  price  of 
$15.50  per  unit.  Rigbee  responded  that  they  could  not  use  Model  K-50  at  any  price 
higher  than  $11.50  per  unit.  It  appeared  that  they  would  be  better  off  to  substitute 
another  apparatus  entirely  if  that  price  could  not  be  met.  Although  Rigbee  admitted 
that  it  was  unlikely  that  they  would  ever  be  a  large  purchaser  of  Aberdeen  products 
other  than  Model  K-50,  they  nevertheless  urged  Aberdeen  to  lower  the  price.  The 
Aberdeen  engineering  staff  confirmed  the  fact  that  Rigbee  could  not  afford  K-50  at 
more  than  $11.50,  and,  further,  that  Rigbee's  needs  were  such  that  they  would 
probably  never  purchase  any  other  items  from  Aberdeen.  Further,  they  also  con¬ 
firmed  that  Magnus  would  not  use  more  than  10,000  of  the  K-50  units  annually,  no 
matter  how  low  Aberdeen  set  the  price  of  K-50. 


At  a  meeting  of  the  President  and  the  Vice  Presidents  of  Aberdeen,  the  renewed 
problem  of  K-50  production  was  again  discussed  at  length.  One  Vice  President  said 
that  maybe  the  Rigbee  price  would  be  acceptable,  since  increased  volume  lowered 
production  costs  enough  to  offset  the  small  loss  from  the  sale  of  K-50  to  Magnus  at 
$15.50.  “You're  not  suggesting  that  we  sell  to  Rigbee  at  $11.50  and  to  Magnus  at 
$15.50,  are  you?”  exclaimed  Mr.  Ernest  Bennett,  the  Vice  President  of  the  Sales 
Division.  “This  line  of  reasoning  is  out  of  the  question.  Rigbee  and  Magnus  are 
friends.  How  would  Magnus  react  if  we  charged  them,  our  good  customer,  more  than 
we  charge  Rigbee?  This  conduct  is  highly  questionable  on  both  a  legal  as  well  as  an 
equitable  basis!" 

Mr.  Maxwell  interrupted  the  dispute,  and  asked  the  Vice  President  of  Sales  for  his 
specific  suggestions  on  the  matter. 

“Well,  let's  look  at  it  this  way,”  Mr.  Bennett  continued,  “K-50  has  been  an  apparent 
loser  since  1965 .  The  reason?  Sales  volume  was  too  low !  Here  we've  got  the  chance  to 
add  15,000  more  units,  and  that's  not  all.  I  have  reason  to  believe  that  we  could  sell  still 
another  25,000  more  units  if  this  product  were  priced  realistically !”  rontinued 
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"What's  this?  I've  never  been  told  of  such  a  potential,"  said  Mr.  Maxwell,  with  some 
surprise. 

Mr.  Bennett  continued,  "The  specifications  of  K-50  are  such  that  I  believe  they  lend 
themselves  to  a  wider  range  of  industrial  applications  than  we  previously  assumed. 
Five  more  of  our  current  accounts  would  be  willing  to  buy  this  item  which  would,  I 
believe,  push  our  volume  to  50,000  units  per  year.  This  is,  admittedly,  our  current 
productive  capacity,  but  I  feel  sure  we  could  reach  this  level  within  one  year." 

“Mr.  Bennett,  your  job  is  to  sell  our  products,  so  I  assume  you  have  reason  to  believe 
that  the  business  is  there,"  Mr.  Maxwell  interrupted,  "but,  although  I  have  always  felt 
K-50  was  a  good  item,  may  I  inquire  why  we  have  not  exploited  this  market  potential 
long  ago?” 

“Well,  to  hit  a  capacity  volume  of 50,000  units,  we  need  to  offer  K-50  at  a  competitive 
price.  If  we  can  sell  the  item  to  all  our  customers  for  $10.00  each,  I  know  this  volume 
can  be  reached,"  Mr.  Bennett  responded. 

"Pardon  the  interruption,”  broke  in  Mr.  Alfred  Horn,  “wouldn't  this  mean  we  would 
suffer  a  loss  of  $5.51  per  unit?” 

“I  have  asked  the  Comptroller  to  bring  the  detailed  cost  data  with  him  for  capacity 
volume.  While  this  is  admittedly  out  of  my  area  of  responsibility,  I  do  believe  that  the 
feasibility  of  my  suggestion  deserves  your  consideration,"  Mr.  Bennett  continued. 

Fred  Shaw,  the  Comptroller,  was  the  next  to  speak.  “Ernest,  I'm  sorry  that  I  did  not 
have  time  to  go  over  this  with  you  in  greater  detail  before.  It's  true  that  we  would  have 
a  declining  cost  situation  present  if  we  reached  25,000  or  even  the  50,000  capacity  you 
described.  But  these  savings  are  not  as  great  as  you  evidently  assumed.  I  have 
prepared  a  detailed  cost  schedule  to  make  it  easier  for  us  to  view  the  situation  at 
capacity  volume.  This  schedule  presents  our  unit  costs  and  charges  at  the  50.000  unit 
level  of  K-50  production." 

"Labor  charges  per  unit  are  constant,  since  this  is  a  machine  operation  and  output 
varies  directly  with  the  time  of  the  run.  We  can  experience  some  economies  on 
material  by  purchasing  in  larger  quantities.  Unit  material  costs  decrease  from  $1.52  for 
output  below  25,000  units  to  $1.48  for  output  between  25.000  units  and  49,999  units 
and  by  a  further  4?  at  50,000  units  to  $1 .44.  (See  Exhibits  I,  II  and  III.)  Similarly, 
plating  charges  are  less  in  larger  quantities.  Our  subcontractor  will  be  able  to  plate  the 
necessary  components  at  half  the  price  if  we  hit  50,000  units.  But  this  only  saves  us  5d 
per  unit  over  what  we  pay  now.  And  then,  too,  we  must  remember  that  capacity 
volume  will  require  more  frequent  servicing.  We  ll  lose  some  ground  here  —  3d  to  be 
exact  —  between  25.000  and  the  double  machine  time  required  for  50,000  units  of 
output.  But,  of  course,  that  is  only  an  added  expenditure  of  $1,500.”  (Refer  to 
Exhibits  II  and  III.) 

"You  II  have  to  slow  up,  Mr.  Shaw,  I'm  afraid  this  gray  head  can't  absorb  your 
calculations  quite  so  quickly,”  Mr.  Maxwell  interrupted. 

“I'm  sorry,  Mr.  Maxwell  —  perhaps  I'd  better  distribute  the  data.  If  we  sell  and 
produce  K-50  at  a  capacity  output,  our  costs  per  unit  only  fall  to  $10.56.  I've  itemized 
this  in  detail  for  you  at  Mr.  Bennett's  request  on  the  cost  sheet  I've  prepared  for  each 
of  you."  (At  this  point,  Mr.  Shaw  distributed  the  cost  data  presented  in  Exhibit  III.) 

"Perhaps  I'd  better  summarize  what  Mr.  Shaw  appears  reluctant  to  point  out," 
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interjected  Mr.  Horn.  "He  is  saying  that  Mr.  Bennett  would  have  us  lose  560  on  every 
item  of  K-50  we  sell  at  this  50.000  volume !  Or  at  least  we  would,  in  fact,  lose  320  per 
item,  if  we  sell  to  Rigbee  and  hit  a  total  of  25,000  units!’’ 

"But  not  if  we  average  out  —  I  say  sell  to  Magnus  at  $15.50  and  to  Rigbee  at  $11 .50 !” 
added  another  executive. 

"That  is  out  of  the  question!”  interrupted  Mr.  Bennett. 

"Gentlemen,  let’s  have  a  little  order  at  this  meeting,"  interjected  Mr.  Maxwell. 

"Mr.  Maxwell  has  the  right  idea  —  I  say  sell  only  to  Magnus  as  a  favor  at  $15. 50  and  let 
sleeping  dogs  lie,”  added  Mr.  Horn. 

"That  does  it;  I'll  not  preside  over  a  ‘free-for-all’ !”  And  stop  putting  words  in  my 
mouth,  Mr.  Horn!”  angrily  exlaimed  Mr.  Maxwell.  "Ernest,  we  here  at  Aberdeen 
have  an  obligation  to  our  stockholders  as  well  as  to  our  customers.  It  appears  that 
perhaps  I  was  the  one  who  made  all  the  decisions  on  the  K-50  from  the  very  beginning. 
So  I’ll  make  this  one,  too.  But  first,  I  want  to  review  all  of  the  facts  personally  this 
evening.  Gentlemen,  I  want  all  of  you  here  in  my  office  tomorrow  at  9:00  a.m.  sharp. 
This  meeting  is  adjourned!” 


This  case  was  prepared  by  Barry  J.  Hersker,  Department  of  Management  and  Marketing,  Florida 
Atlantic  University,  as  a  basis  for  class  discussion.  It  is  not  designed  to  illustrate  either  effective  or 
ineffective  handling  of  an  administrative  situation.  Actual  names  of  persons  and  firms  have  been 
disguised. 


Copyright  ©  1969,  by  Barry  J.  Hersker. 

Distributed  by  the  Intercollegiate  Case  Clearing  House,  Soldiers  Field,  Boston.  Mass.,  02163.  All  rights 
reserved  to  the  contributors.  Printed  in  the  U.S.A. 
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EXHIBIT  I 

Aberdeen  Electronics  Incorporated 

Estimated  Cost  Schedule 
Model  K-50  Subassembly  Part  10 

Specification:  Magnus  Manufacturing 

Unit  costs  at  production  volume  of  10,000  units  per  year: 


Labor!  $  3.18 

Material  2  1.52 

Plating  3  .10 

Indirect  Charges'*  .48 

Depreciation  Allowance-'  4.00 

Overhead*  1.06 

Factory  Production  Cost  Total  $10.34 

Selling  and  Administration  Charges 2  5.17 

Total  Costs  per  Unit  @  10,000  Units  $15.51 


'Combined  man-hours  of  machine  time  directly  allocated  to  each  K-50  unit. 

2Including  some  prefabricated  parts  and  metal  stock,  with  allowances  for  Scrap  Value 
on  waste  residual  stampings. 

'Several  components  of  K-50  are  plated  to  increase  resistance  to  corrosion  The 
Subcontractor  charges  10?  per  unit  at  a  volume  of  10,000  units. 

4Indirect  Charges  include  supplies,  repairs,  and  routine  maintenance  on  specialized 
equipment,  electric  power,  etc.,  expressed  on  a  per-unit-of-output  basis. 

'Depreciation  is  straight-line  basis  over  life  of  Magnus  contract  less  residual  value, 
computed  per-unit-of-output. 

6 Allocation  to  cover  Fixed  Factory  Overhead  Burden,  charged  at  the  rate  of  33.3%  of 
direct  labor. 


7  Allocation  to  cover  Selling  and  Administrative  Expenses,  charged  at  the  rate  of  50% 
of  Total  Factory  Production  Costs. 
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EXHIBIT  II 

Aberdeen  Electronics  Incorporated 

Estimated  Cost  Schedule 
Model  K-50  Subassembly  Part  10 

Specification:  Magnus  Manufacturing  and  Rigbee  Controls 

Unit  costs  at  production  volume  of  25,000  combined  total  per  year: 


Labori  $  3.18 

Material  t  1.48 

Plating3  .08 

Indirect  Charges4  .48 

Depreciation?  1.60 

Overhead^  1.06 

Factory  Production  Cost  Total  Per  Unit  $  7.88 

Selling  and  Administration  Charges?  3.94 

Total  Costs  per  Unit  @  25,000  Units  511. 82 


i Combined  man-hours  of  machine  time  directly  allocated  to  each  K-50  unit. 

2  Including  some  prefabricated  parts  and  metal  stock,  with  allowances  for  Scrap  Value 
on  waste  residual  stampings. 

3  Plating  costs  per  unit  are  reduced  at  the  higher  volume  of  production.  The  reduced 
price  has  been  confirmed  by  our  subcontractor. 

■•Indirect  Charges  include  supplies,  repairs,  and  routine  maintenance  on  specialized 
equipment,  electric  power,  etc.,  expressed  on  a  per-unit-of-output  basis. 

?  Depreciation  is  straight-line  basis  over  life  of  Magnus  Contract  less  residual  value, 
computed  per-unit-of-output. 

6  Allocation  to  cover  Fixed  Factory  Overhead  Burden,  charged  at  the  rate  of  33.3%  of 
direct  labor. 

?  Allocation  to  cover  Selling  and  Administrative  Expenses,  charged  at  the  rate  of  50% 
of  Total  Factory  Production  Costs. 
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EXHIBIT  III 

Aberdeen  Electronics  Incorporated 


Estimated  Cost  Schedule 
Model  K-SO  Subassembly  Part  10 

Specifications:  Magnus  Manufacturing.  Rigbee  Controls,  and  other 
customers  as  per  E.W.  Bennett. 

Unit  costs  at  a  capacity  output  of  50,000  units  per  year: 


Labor'  $  3 .18 

Material?  j  44 

Plating?  05 

Indirect  Charges'*  ,51 

Depreciation5  80 

Overheads  1  06 

Factory  Production  Cost  Total  Per  Unit  $  7.04 

Selling  and  Administration  Charges?  3.52 

Total  Costs  Per  Unit  @  50,000  Units 


'Combined  man-hours  of  machine  time  directly  allocated  to  each  K-50  unit. 

"Including  some  prefabricated  parts  and  metal  stock,  with  allowances  for  Scrap  Value 
on  waste  residual  stampings. 

"Several  components  of  K-50  are  plated  to  increase  resistance  to  corrosion.  Unit  cost 
saving  at  this  50,000  volume  level  has  been  confirmed  by  our  subcontractor. 

"Indirect  Charges  include  supplies,  repairs,  and  routine  maintenance  on  specialized 
equipment,  electric  power,  etc.,  expressed  on  a  per-unit-of-output  basis. 

NOTE:  Indirect  Charges  increase  by  additional  servicing  required 
at  capacity,  as  indicated  in  this  cost  schedule. 

5 Depreciation  is  straight-line  basis  over  life  of  Magnus  contract,  less  residual  value, 
computed  per-unit-of-output. 

6  Allocation  to  cover  Fixed  Factory  Overhead  Burden,  charged  at  the  rate  of  33. 3%  of 
direct  labor. 


7  Allocation  to  cover  Selling  and  Administrative  Expenses,  charged  at  the  rate  of  50% 
of  Total  Factory  Production  Costs. 


yio 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


MANAGEMENT  ACCOUNTING  512  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

The  results  were  pleasing  with  most  students  showing  an  apprecia¬ 
tion  of  what  the  course  attempts  to  convey. 

Specific 

Q.l  Intended  as  a  straightforward  question  which  was  well  an¬ 
swered  . 

q.2  A  small  case  contribution  problem  which  differentiated 

good  students. 

q.3  a  content  question  which  required  some  indepth  considera¬ 
tions  which  many  students  rushed  into  without  organizing 
answers  to  bring  out  subtler  points. 

q . 4  Also  a  content  question,  easy  to  get  3/5  on  each  part  but 
for  reasons  given  above  for  Q.3,  many  students  did  not  get 
more  marks. 

q  .  5  Passing  students  showed  a  good  appreciation  of  the 

analysis  needed. 
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MANAGEMENT  ACCOUNTING  512  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.l  The  points  listed  below  should  be  incorporated  in  required  discussion. 

(5)  (a)  Implications  of  short-term  emphasis  in  United  States: 

i)  emphasis  by  top  management  on  financial  statement  current  earnings; 

ii)  bonus  schemes  of  top  management  and  division  managers  focus  on  current 
earnings; 

iii)  emphasis  of  whole  organization  on  current  earnings; 

iv)  strategic  expenses  thus  shaped  to  current  earnings; 

v)  long-term  product,  market  and  process  improvements  are  risky  and  reduce  current 
earnings;  therefore  no  incentive  to  initiate; 

vi)  difficult  to  plan  long-term  in  any  depth. 

vii)  high  development  and  tooling  costs  of  new  model  encourage  cuts  to  enhance 
short-term  profit. 

Implications  of  long-term  emphasis  in  Japan: 

i)  balanced  motivation  and  evaluation  between  short  and  long-term; 

ii)  leads  to  long-term  rational  planning  and  trade-off; 

iii)  encourages  longer  term  payoffs; 

iv)  encourages  strategic  expenses; 

v)  as  planning  cycle  for  automobiles  is  plus  or  minus  five  years,  longer  term 
leads  to  sounder  decisions  and  more  flexibility. 

(5)  (b) 

i) 

ii) 

iii) 

iv) 

v) 

vi) 

vii) 

viii) 


Goals  must  be  communicated. 

MCS  with  emphasis  on  current  year’s  profit  tends  to  discourage  discretionary 
expenses. 

Longer  term  expenses  must  be  encouraged  as  in  LRP  and  budget  planning. 
Management  must  perceive  reward  in  planning  strategic  expenses. 

Top  management  can  insist  on  inclusion  of  strategic  expenses  in  budget 
MCS  evaluation  can  include  element  for  long-term  planning. 

MCS  bonus  and  remuneration  will  "de  facto”  define  ’’goal  congruence" 
budg«"moumsaddreSSed  11111011811  tOP  management  supervision  and  monitoring  of 
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25 


Q.2 

(10)  (a) 


Skagit  Manufacturing  Company  Limited 
Segmental  Analysis  by  Markets 
For  year  ended  December  31,  1982  ($’000’s) 


Western 

Eastern 

Total 

Sales 

$2,400 

$  400 

$2,800 

Variable  expenses 

Production  Exhibit  A 

1,440 

240 

1,680 

Marketing  Exhibit  B 

66 

11.5 

77.5 

Total  variable 

$1,506 

$  251.5 

$1,757.5 

Contribution  margin 

894 

148.5 

1,042.5 

Direct  fixed  marketing  expenses 

134 

78.5 

212.5 

Segmental  margin 

$  760 

$  70 

$  830 

Non-traceable  fixed  expenses: 

Production  (1840-1680) 
Administration 
Total  non-traceable  fixed 
Income  before  tax 


160 
142 
302 
$  528 


EXHIBIT  A 

Variable  Production  Expenses 


Western 

i  Western 

Eastern 

Eastern 

Total 

Product 

% 

Sales 

Variable 

Sales 

Variable 

Variable 

Hunting 

50 

$1,000 

$  500 

$  150 

$ 

75 

$  575 

Fishing 

65 

800 

520 

200 

130 

650 

Camping 

70 

600 

420 

50 

35 

455 

$1,440 

$ 

240 

$1,680 

EXHIBIT  B 

Variable  Marketing  Expenses 

Hunting 

3 

$1,000 

$  30 

$  150 

$ 

4.-5 

$  34.5 

Fishing 

3 

800 

24 

200 

6.0 

30 

Camping 

2 

600 

12 

50 

1.0 

13 

$  66 

$ 

11.5 

$  77.5 

EXHIBIT  C 

Direct  Fixed  Marketing  Expenses 

Western  Eastern 

Total  marketing  $  200  $  90 

Less  variable  66  1 1.5 

Fixed  marketing  $  134  $  78.5 


Continued  .  .  . 
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(5)  No,  Eastern  Marketing  should  not  be  dropped.  Eastern  covers  its  fixed  and  variable 
costs  and  makes  a  positive  contribution  of  $70,000  to  corporate  fixed  costs  and  profit.  If 
Eastern  Marketing  Division  is  dropped,  corporate  income  before  tax  would  decline  by 
this  $70,000.  Also  consider  implications  of  indirect  adminstration  and  fixed  production 
expenses.  Eastern's  $78,500  direct  fixed  marketing  expense  would  be  terminated  if 
Eastern  closed. 

(5)  (b)  Skagit  Manufacturing  Company  Limited 

Product  Line  Contribution  Margin  Analysis 
For  year  ended  December  31,  1982  ($’000’s) 

Products 


Hunting 

Fishing 

Camping 

Total 

Sales 

$1,150 

$1,000 

$  650 

$2,800 

Variable  expenses 
Production 

575 

650 

455 

1,680 

Marketing 

34.5 

30 

13 

77.5 

Total  variable  expense 

609.5 

680 

468 

1,757.5 

Contribution  margin 

$  540.5 

$  320 

$  182 

$1,042.5 

Fixed  expenses 

Production 

$  160 

Marketing 

Administration 

212.5 

142 

Total  fixed  expenses  5 14,5 


Income  before  taxes  $  528 


(5)  (c)  The  hang  gliders  would  have  to  contribute  at  least  the  fishing  contribution  of 

$320,000  plus  incremental  fixed  expenses  of  $40,000  (i.e.,  $360,000).  Answer  must 
explain  allocation  of  limited  capacity. 


10  Q.3  Top-down  implies  that  corporate  office  imposes  budget. In  the  bottom-up  approach,  line 

managers  prepare  the  budget,  within  corporate  guidelines  and  subject  to  review  by 
upper  management. 

Top-down  budgeting  is  suitable  in  stable  industries,  where  cost  control  is  critical; 
standards  can  be  enforced  and  there  is  little  scope  for  initiative.  Typical  of  classical 
theory  of  a  firm:  Theory  X.  Reflects  high  degree  of  control. 

Bottom-up  budgeting  is  suitable  for  unstable  situations,  especially  where  innovation  is 
high.  It  encourages  people  to  make  good  decisions  on  the  spot  and  is  best  applied  in 
decentralized  organizations.  Reflects  Theory  Y  philosophy. 

In  any  MCS,  management  must  decide  which  is  more  appropriate.  Consider  con¬ 
tingency  theory  of  the  firm. 
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20  Q.4 

(5)  (a)  Expense  Centers  (decentralized,  as  in  Stage  2  organizational  development)  are  set 

up  by  functional  areas,  and  imply  that  managers  have  control  over  expenses  of  his 
function. 

—  Effective  in  evaluating  manager's  performance  by  exception. 

—  Effective  for  planning  and  control. 

—  Not  effective  if  manager’ s  control  is  overridden  by  marketing  or  production  deci¬ 
sions. 

(5)  (b)  Revenue  Centers  (decentralized,  as  in  Stages  2/3)  are  set  up  where  manager  has 

control  over  sales  volume,  e.g.,  as  in  a  sales  territory. 

—  Effective  for  evaluating  sales  effort  within  budget;  bonuses  can  be  set  up  to 
encourage  sales. 

—  Effective  for  motivating  sales  area. 

—  In  flexible  budgeting,  useful  for  product  promotion. 

—  If  manager  has  freedom  to  sell,  potential  problems  in  price/volume  decisions  can 
be  avoided. 

(5)  (c)  Profit  Centers  (decentralized,  as  in  Stage  3)  are  effective  where  manager  has  control 

over  sales  and  expenses. 

—  Effective  when  bonus  system  (one  based  on  relevant  costs  and  contribution 
works  best)  can  be  used  to  motivate  managers  to  optimize  revenue-expense 
relationship. 

—  If  manager  does  not  have  control  over  revenue  and  costs,  dysfunctional  behavior 
is  predictable. 

—  Encourages  managers  to  be  entrepreneurial;  control  over  manager  is  maintained 
through  the  budget. 

(5)  (d)  Transfer  Pricing  involves  transfer  of  goods  or  services  between  decentralized  units. 

—  Effective  device  whereby  transfer  can  be  made  and  still  encourage  profit  or 
investment  centre  MCS. 

—  System  requires  close  monitoring  and  requires  knowledge  of  relevant  cost  and 
contribution. 

—  Can  lead  to  dysfunctional  behavior,  e.g.,  can  division  purchase  externally? 
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35  Q.5 

(15)  (a)  Quantitative  Analysis 

The  following  points  should  be  considered: 


Is  there  an  understanding  of  relevant  direct  costs  and  contribution  analysis? 
Exhibit  of  Quantitative  Calculations 


Volume 

10,000 

25,000 

50,000 

Variable  costs: 

Labor 

3.18 

3.18 

3.18 

Materials 

1.52 

1.48 

1.44 

Plating 

.10 

.08 

.05 

Indirect 

.48 

.48 

.51 

5.28 

5.22 

5.18 

What  decision  is  made  about  sales  and  administration  costs?  Presumably  none  are 
variable  with  this  contract. 

Equipment  is  a  sunk  cost. 

Are  capacity  and  opportunity  costs  considered?  Are  price/volume/contribution  for 
alternatives  shown? 

Qualitative  Analysis 

What  are  long-term  volume  assumptions  and  implications? 

What  are  relationship  to  customer  considerations?  Manipulation  by  customer? 
(One  must  make  a  stand.)  They  are  in  business  to  make  money,  not  break  even. 

As  an  outcome  of  analysis,  students  are  required  to  make  a  decision  with  supporting 
reasons,  probably  along  the  line  of  product  price/volume  mix  to  maximize  con¬ 
tributions. 

(10)  (b)  Students  should  consider: 

—  Role  of  each  manager  and  what  MCS  motivates  them  to  do. 

—  The  relevant  costs  and  contribution  analysis. 

—  Participation  of  customers.  Are  they  bluffing? 

—  Lack  of  delegation  -Maxwell  makes  all  key  pricing  decisions.  The  Comptroller 
does  not  seem  to  appreciate  contribution  margin  concepts  in  Exhibits  presented. 

(10)  (c)  Aberdeen  is  attempting  a  long-run  capacity  forecast.  Important  considerations  are: 

—  In  the  long-run,  all  costs  must  be  covered. 

—  There  are  implications  of  giving  in  to  the  pressure  from  customers  and  thereby 
setting  a  precedent. 

—  Have  they  reconciled  contribution  criterion  for  short  and  long-run? 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 

MANAGEMENT  ACCOUNTING  512  EXAMINATION 
March,  1984 


Marks  Time:  3  Hours 

NOTE:  In  organizing  your  answers,  headings  and  subheadings  are  encouraged. 
However,  a  simple  listing  of  points  is  not  adequate.  Points  made  must  be  developed  and 
supported.  Answers  should  be  well-articulated,  integrated,  concise,  and  should  develop  a 
conclusion  based  on  convincing  logic  and  substantive  content. 

10  Q.l 

(5)  (a)  It  has  been  suggested  that  lower  levels  of  management  do,  in  effect,  make  key 

strategic  decisions  simply  by  filtering  out  information  which  they  do  not  pass  up  the 
organizational  hierarchy.  Discuss  this  suggestion  with  reference  to  Chris  Argyris’ 
article  on  Double  Loop  Learning  in  Organizations. 

(5)  (b)  Explain  and  discuss  what  is  meant  by  feedback  loops  in  the  context  of  management 

control  system. 


25  Q.2  Dave  White,  President  of  Trillium  Ltd.,  was  unpleasantly  surprised  when  his  accountant. 

Bill  Eye-Shade,  presented  him  with  the  1982  operating  statement  in  early  March  (Exhibit 
I).  While  sales  were,  as  he  had  hoped,  about  10%  higher  than  in  1981,  the  net  profit  was 
50%  lower  than  in  1981. 

Trillium  manufactures  two  products:  electronically  controlled  ski  bindings  and  burglar 
detectors,  each  under  the  control  of  a  product  manager.  Both  products  are  sold  in  two 
markets,  Canada  and  the  U.S.,  with  each  market  under  the  control  of  a  market  manager. 

C.G.  Aye,  the  President’s  special  assistant,  was  summoned  by  Dave  White:  “I  do  not 
understand  the  accountant’s  statements.  Our  sales  are  up  and  profits  down.  These 
statements  are  of  no  use  to  me  in  making  product  or  market  decisions.  I  want  you  to 
gather  whatever  data  you  need  and  prepare  a  useful  set  of  operating  statements  for  me, 
C.G.  Aye.”  C.G.  subsequently  obtained  the  operating  data  summarized  in  Exhibit  II. 


REQUIRED: 

(12)  (a)  Prepare  a  revised  Trillium  Ltd.  1982  operating  statement  which  would  be  useful  to 

Dave  White  in  making  the  following  decisions: 

a  continuation  or  disposal  of  each  product  segment  and  each  market 
segment  in  the  short  and  long  run,  based  on  profit  generated  and  return  on 
investment. 

(8)  (b)  Interpret  your  statement  prepared  in  (a)  for  Dave  White  as  to  product  and  market 

segment  decisions. 

(5)  (c)  What  changes  would  you  recommend  in  Trillium  Ltd.’s  management  accounting 

system? 
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EXHIBIT  I 
Trillium  Ltd. 

Operating  Statement 
For  the  year  ended  December  31,  1982 


Sales 

$25,000,000 

Cost  of  sales 

18,000,000 

$  7,000,000 

Selling  expenses 

$  3.200,000 

Administration  expenses 

3,000,000 

$  6,200,000 

Profit  before  income  taxes 

$  800,000 

EXHIBIT  II 

Supplemental  1982  Operating  Data  collected  by  C.G.  Aye 
(all  in  Canadian  dollars) 


Segments 


Skis 

Burglars 

Sales  Units  -  Canada 

80,000 

50,000 

-  U.S. 

20,000 

100,000 

Selling  price  per  unit 

$100 

$100 

Production  Costs: 

Total  product  line 

$9,500,000 

$8,500,000 

Fixed,  attributable  to  product 

$4,500,000 

$1,000,000 

Canada 

U.S. 

Selling  Expenses: 

Total  territory 

$1,700,000 

$1,500,000 

Fixed,  attributable  to  territory 

$  400,000 

$  300,000 

NOTES  TO  EXHIBIT  II: 

( 1 )  The  fixed  costs  attributable  to  each  territory  would  be  terminated  by  the  elimination 
of  the  respective  territory. 

(2)  There  was  no  opening  inventory  of  finished  goods  and  all  products  were  sold. 

(3)  U.S.  sales  were  priced  to  be  the  same  as  Canadian  sales  to  avoid  U.S.  anti-dumping 
legislation. 

(4)  Variable  selling  expenses  are  determined  as  a  percentage  of  sales  dollars. 

(5)  The  hurdle  rate  of  return  (cost  of  capital)  of  the  company  was  15%  before  income  tax. 

(6)  The  total  assets  for  each  segment  are  as  follows: 

Marketing  Manufacturing 

Canada  U.S.  Skis  Burglars 

Net  Book  Value  $3,000,000  $  2,000.000  $10,000,000  $20,000,000 

Liquidation  Value  2,000,000  20,000,000  4,000,000  30,000,000 


10  Q.3  Discuss  the  problems  in  designing  a  management  control  system  to  control  the  planning 

and  execution  of  research  and  development  in  a  large  diversified  corporation. 
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Q.4  NOTE:  To  avoid  repetition,  read  all  four  parts  of  this  question  before  answering. 

(5)  (a)  Discuss  the  implications  of  corporate  decentralization  in  the  context  of  management 

accounting  and  control. 

(5)  (b)  Describe  the  emerging  role  of  the  management  accountant. 

(5)  (c)  Distinguish  between  the  implications  of  controlling  engineered  costs  v.  discretionary 

costs  in  designing  a  management  control  system. 

(5)  (d)  Discuss,  with  examples,  the  role  of  behavioral  concepts  in  management  accounting 

and  control  systems. 

Q.5  Read  the  following  case  Rankin  Ford  Sales  Limited  before  attempting  to  answer  this 
question. 

REQUIRED: 

(10)  (a)  What  is  the  minimum  price  acceptable  to:  ( 1 )  Rankin  Ford  Sales  Limited;  (2)  new  car 

sales  department;  (3)  used  car  sales  department;  (4)  repair  department?  (Show 
calculations  and  substantiate  your  answers.) 

(5)  (b)  What  trade-in  allowance  should  have  been  offered  to  the  customer?  Explain. 

(10)  (c)  Identify  any  deficiencies  in  the  management  control  system  of  Rankin  Ford  Sales 

Limited. 

(5)  (d)  Explain  and  discuss  the  role  of  the  budget  in  the  Rankin  Ford  Sales  Limited 

management  control  system. 

(5)  (e)  What  changes  would  you  propose  in  the  Rankin  Ford  Sales  Limited  management 

control  system? 


Rankin  Ford  Sales  Limited 

In  July  1 983,  Mr.  Rankin,  President  of  Rankin  Ford  Sales  Limited  (RFS),  became  aware 
of  an  interdepartmental  dispute  involving  the  trade-in  offer  to  a  new  car  customer.  While 
the  immediate  dispute  would  be  resolved,  he  wondered  whether  it  reflected  a  basic 
weakness  in  the  firm’s  management  planning  and  control  system.  The  department 
organization  was  designed  to  give  each  manager  sufficient  autonomy  to  run  his 
department  consistent  with  corporate  profit  goals.  Mr.  Rankin  tried  to  minimize  his  day- 
to-day  involvement  in  departmental  decision-making  and  concentrate  on  overall 
coordination  and  planning. 

RFS  had  been  incorporated  in  1969  when  it  became  the  second  authorized  Ford 
dealership  in  the  London  area.  In  1 97 1 ,  RFS  had  become  the  exclusive  Ford  dealership  in 
London  and  by  1982,  annual  sales  had  reached  $15  million.  The  company  held  the 
franchise  for  Pinto,  Maverick,  Torino,  Mustang,  Ford  and  Thunderbird  passenger  car 
products  and  Ford  trucks,  and  also  marketed  used  cars  and  trucks.  It  leased  new  vehicles, 
sold  gasoline  and  petroleum  products,  tires  and  replacement  parts  and  accessories  in 
addition  to  its  service  sales,  and  mechanical  and  body  repairs.  In  1983,  RFS  employed 
approximately  115  employees  in  eight  operating  departments  (Exhibit  1). 

Mr.  Rankin  pointed  out  that  the  retail  automobile  business  involves  high  risk  and  high 
reward  resulting  in  violent  profit  fluctuations.  Profit  instability  is  further  aggravated  in 
that  the  financial  structure  of  most  dealerships  is  highly  leveraged  and  net  profit  as  a 
percentage  of  sales  is  relatively  low.  In  this  environment,  Mr.  Rankin  believes  that 
effective  management  controls  are  vital  to  success  and  attributes  the  position  of  Rankin 
Ford,  as  one  of  Canada’s  most  successful  motor  vehicle  retailers,  partly  to  the  emphasis 
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he  put  on  management  controls.  His  managers’  efforts  were  coordinated  toward  the 
firm’s  objectives  and  their  remuneration  was  largely  dependent  on  the  achievement  of 
these  objectives. 

Annual  Budget  Plan 

Each  year.  Ford  Motor  Company  of  Canada  Limited  provides  its  dealers  with  an 
economic  forecast  for  the  coming  year.  Mr.  Rankin  supplements  this  forecast  with  that  of 
economic  consultants  to  predict  the  economy.  These  forecasts  then  provide  the  basis  for 
preparing  the  annual  budget.  Unit  sales  volumes  for  new  cars  and  trucks  and  used 
vehicles  are  estimated  from  these  indicators. 

Mr.  Rankin  discusses  with  each  manager,  the  latter’s  goals  for  the  coming  year  and  they 
agree  on  a  target  “selling  gross”  for  the  year.  This  “selling  gross”  is  coordinated  through 
the  sales  budget  with  the  economic  forecast.  The  department  selling  gross  targets  are 
considered  to  be  reasonable  and  are  usually  exceeded  by  actual  results.  Each  depart¬ 
ment  manager  prepares  his  budget  based  on  the  selling  gross  target  to  which  he  agreed. 

Corporate  expenses  are  allocated  to  the  departments  to  give  departmental  operating 
profit.  Once  the  department  budgets  are  approved  by  Mr.  Rankin,  they  are  summarized 
on  a  Sales  and  Profit  Forecast  Statement.  Mr.  Rankin  annually  scrutinizes  each 
departmental  budget  in  detail. 

A  monthly  Department  Income  and  Expense  Statement  is  prepared  to  summarize  actual 
performance.  Mr.  Rankin  indicated  that  about  60%  of  the  non-operating  expenses  came 
under  his  direct  supervision.  These  non-operating  expenses  included  people,  advertising, 
and  interest  expense  but  excluded  operating  labor  and  purchases  which  were  charged  to 
cost  of  sales.  The  other  40%  of  expenses  were  either  fixed,  such  as  rent  and  taxes,  or  under 
the  direct  control  of  the  managers. 

A  standard  procedural  manual  had  been  prepared  specially  for  the  firm.  This  manual  lays 
out  in  detail  for  each  manager: 

1.  job  description  and  bonus  formula; 

2.  firm  policies; 

3.  forms  and  systems. 

Thus,  each  manager  knows  his  job,  goals  and  bonus  scheme  and  so  can  contribute  to 
achieving  the  corporate  goals. 

The  departmental  budgets  facilitate  the  allocation  of  resources.  For  instance,  in  1983 
truck  sales  were  considerably  over  sales  of  the  previous  year  and  extra  storage  area  had  to 
be  rented  to  accommodate  the  anticipated  increased  volume.  The  inter-relationship 
between  departments  requires  coordination.  The  level  of  service  department  activity  is 
predicated  largely  on  new  car  sales.  Advertising  is  administered  by  the  general  sales 
manager.  Service  department  manager  places  that  department’s  advertising  and  stands  to 
benefit  from  any  increases  in  that  department’s  volume  of  business. 

Budget  Control 

The  budget  control  focus  is  on  results.  Mr.  Rankin  is  mainly  concerned  with  the  selling 
gross  figure  for  each  department,  and,  of  course,  the  total  net  profit  of  the  company  to 
which  each  department  contributes.  The  budget  is  designed  to  tie  decision  goals  to  daily 
performance.  Sales  and  selling  gross  are  seasonally  adjusted  and  broken  down  by 
quarters,  months  and  days.  Each  manager  is  required  to  furnish  Mr.  Rankin  with  a 
detailed  daily  sales  report  designed  for  the  firm's  control  system.  If  a  manager  is  below 
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target,  he  must  explain  why  on  this  report,  and  what  action  is  being  planned  or  taken  to 
correct  the  deficiency.  Mr.  Rankin  takes  a  direct  interest  in  such  shortfalls  and  may  make 
suggestions  to  the  manager. 


Twice  a  week.  Mr.  Rankin  meets  with  his  managers  in  the  boardroom.  On  the  walls  are 
two  charts  showing  the  monthly  and  year-to-date  performance  of  each  manager  in 
relation  to  his  target  for  the  current  and  previous  year.  If  the  managers  are  on  target  by 
June,  there  is  a  tendency  for  them  to  become  a  little  apathetic  to  the  target.  In  June  1982, 
an  additional  group  incentive  bonus  plan  was  instituted  and  they  were  promised  as  a 
group  an  overseas  trip  if  the  firm  attained  a  specified  profit  goal  for  the  year. 

Manager  Incentive  Plan 

The  department  managers  are  each  on  a  profit  sharing  plan  usually  accounting  for 
between  a  third  and  a  half  of  their  total  remuneration.  The  bonus  is  based  on  corporate 
net  profit  plus  income  tax,  and  each  manager’s  share  is  a  function  of  the  ratio  of  his  selling 
gross  to  the  aggregate  selling  gross  of  all  departments.  If  a  department  out-performs  the 
other  departments,  that  manager’s  bonus  is  based  on  his  own  department's  performance. 

Trade-In  Offer  Incident 


Three  departments  are  involved  when  a  customer  trades  in  his  used  car  for  a  new  car.  The 
new  car  salesman  quotes  a  price  based  on  the  list  price  for  the  new  car  and  the  price  the 
used  car  department  will  pay  for  the  trade-in.  The  used  car  manager  would  appraise  the 
trade-in  car  after  allowing  for  the  reconditioning  costs  quoted  by  the  internal  service 
foreman.  The  new  car  sales  manager  became  aware  that  several  potential  customers  had 
made  their  purchases  elsewhere  and  his  salesman  complained  that  the  trade-in  allowances 
were  too  low. 

The  general  sales  manager  called  a  meeting  of  the  three  department  managers  involved  in 
the  trade-in  problem,  in  an  effort  to  clear  the  air  and  resolve  the  problem.  The  new  car 
sales  department  manager  complained  that  he  was  losing  sales  simply  because  he  could 
not  offer  competitive  trade-in  allowances.  The  used  car  sales  department  manager 
indicated  that  his  selling  gross  figure  was  down  largely  on  account  of  the  reconditioning 
department’s  charges  being  too  high.  The  service  department  manager  in  turn  pointed  out 
that  there  had  been  no  change  in  the  reconditioning  department’s  charges.  The  general 
sales  manager  reminded  them  that  they  all  lose  from  lost  customers  and  requested  the 
controller  to  do  a  cost  study  of  the  problem. 


The  reconditioning  of  used  cars  was  under  the  supervision  of  an  internal  service  foreman 
in  a  location  physically  separated  from  the  general  service  department.  The  new  Ontario 
road  safety  rules  required  a  road  worthy  certificate  signed  by  a  licensed  mechanic  before  a 
purchaser  could  register  a  used  car.  Consequently,  RFS  was  very  conscientious  in  these 
inspections  as  their  operating  license  was  at  stake.  Also,  the  mechanic  who  completes  the 
inspection,  jeopardizes  his  license  to  practice  in  Ontario  if  he  commits  errors  or 
omissions.  The  internal  service  department  also  performed  the  pre-delivery  service  on 
new  cars  which  averaged  about  6  hours  per  car.  In  the  case  of  trade-in  offers,  the  internal 
service  foreman  would  give  the  used  car  sales  department  manager  an  estimate  of  the  cost 
of  reconditioning. 


The  used  car  sales  department  manager  purchased  and  sold  used  cars  on  the  wholesale 
market  as  well  as  retailing  used  cars.  His  appraisal  of  a  trade-in  would  be  within  $50  of  the 
wholesale  market  price.  If  his  appraisal  was  too  high  he  lost  profit  and  if  it  was  too  low,  no 
sale  was  made;  either  way,  his  selling  gross  would  suffer.  The  recent  Ontario 
Provincial  Safety  Standard  Regulation  made  it  illegal  to  turn  back  odometers. 
Previously,  little  attention  had  been  paid  to  mileage  in  appraising  a  car  because  RFS  and 
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other  new  car  dealers  could  wholesale  high  mileage  vehicles  to  independent  used  car 
dealers  who  might  turn  back  the  odometers  and  realize  a  price,  either  wholesale  or  retail, 
similar  to  comparable  low  mileage  vehicles.  The  used  car  sales  department  selling  gross 
had  declined  below  budget  and  the  manager  had  not  identified  the  cause. 

The  economics  of  used  car  dealing  were  explained  in  more  detail  to  the  controller  by  the 
used  car  sales  department  manager.  Trade-in  allowances  and  purchases  of  used  cars  were 
predicated  on  the  wholesale  "Black  Book”.  This  book  reflected  recent  wholesale  auction 
prices  of  all  car  models.  The  prices  were  listed  in  four  categories  —  extra  clean,  clean, 
average  and  rough.  The  offer  to  a  potential  customer  was  based  on  the  appropriate 
“Black  Book”  amount  less  an  estimate  of  necessary  repairs.  So  if  a  car’s  condition  was 
average  and  listed  in  the  "Black  Book”  at  $1,000  and  it  was  estimated  that  $200  would 
have  to  be  spent  on  replacing  a  windshield  and  incidentals  the  offer  would  be  $800.  If  the 
repairs  actually  cost  $200  then  the  firm  could  expect  to  sell  the  car  for  $1,000  at  the 
auction.  Individual  salesmen  made  adjustments  to  the  "Black  Book”  prices  to  discount 
slow  moving  models  such  as  lemons  and  mooses.  It  was  not  necessary  to  obtain  a  safety 
certificate  to  sell  a  car  on  the  wholesale  auction  but  it  was  usually  necessary  to  repair 
patent  defects  such  as  cracked  windshields. 

In  the  recent  lost  sale  including  a  trade-in  on  a  new  car  the  controller  reconstructed  the 
following  figures.  The  new  car  which  the  customer  wished  to  purchase  had  a  list  price  of 
$6,000  and  had  been  billed  to  RFS  by  the  manufacturer  for  $5,000.  The  extras  the 
customer  wanted  were  listed  for  $300  and  billed  to  RFSfor$!50.  The  car  to  be  traded  in 
was  a  large  eight  cylindar  model.  The  used  car  salesman  had  deducted  $  100  in  his  estimate 
as  the  car  would  be  slow  to  move.  If  the  car  were  reconditioned  and  sold  retail  he 
estimated  that  $1,800  would  be  a  reasonable  estimate  of  its  eventual  cash  sales  price. 

The  next  step  in  determining  the  trade-in  offer  was  to  request  a  reconditioning  estimate 
from  the  internal  service  manager.  The  estimate  was  binding  on  the  service  department  so 
any  reconditioning  over-runs  or  necessary  additional  repairs  were  charged  to  the  service 
department.  The  reconditioning  required  all  repairs  to  pass  the  road  worthy  certificate 
and  to  make  the  car  saleable.  Moreover,  RFS  offered  a  3  month  used  car  warranty  on 
repairs  during  this  period,  which  would  also  be  charged  to  the  service  department.  Mr. 
Rankin  was  very  concerned  with  the  firm’s  reputation  and  did  not  approve  of  making  any 
sale  with  serious  latent  defects.  The  trade-in  in  question  was  found  to  have  three  defects. 
The  windshield  was  cracked.  The  automatic  transmission  oil  had  never  been  replaced  and 
had  deteriorated.  While  there  were  no  other  obvious  indications  of  this  problem  the 
service  manager  doubted  that  the  automatic  transmission  would  survive  three  months 
hard  driving.  Repairs  to  automatic  transmissions  were  done  by  an  outside  specialist.  The 
charge  to  RFS  would  be  $250  for  overhaul  and  repair  with  no  warranty,  or  $350  for  a  life 
time  warranty  on  the  automatic  transmission.  The  final  defect  was  a  cracked  rear  axle 
discovered  by  routine  inspection.  The  internal  service  department  manager’s  quotation  is 
shown  in  Exhibit  II.  The  used  car  manager  might  repair  the  windshield  and  sell  the  car  “as 
is”  on  the  wholesale  auction;  or  he  might  repair  the  axle  and  sell  the  used  car  retail,  in 
which  event  he  would  have  to  decide  whether  or  not  to  have  the  transmission  overhauled. 

The  used  car  manager  had  given  a  trade-in  offer,  arrived  at  as  follows: 

Black  Book  value  $1,300 

Slow  moving  allowance  100 

1,200 

Reconditioning  costs  676 

$  524 


In  turn,  the  new  car  salesman  had  offered  the  customer  $500  trade-in  and  a  further  $500 
off  list  on  the  new  car. 
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The  customer  furiously  refused  this  offer.  He  subsequently  returned  and  said  that  a 
country  dealer  had  offered  him$l,000  trade-in  and  $800  off  list.  IfRFS  would  match  this 
offer  he  had  a  certified  cheque  for  $4,200  and  would  buy  the  car  from  RFS.  The  new  car 
salesman  politely  declined.  The  RFS  average  allowance  off  list  was  10%. 

The  controller  reported  back  to  the  general  sales  manager  that  reconditioning  costs  were 
not  the  problem  in  the  dispute  as  there  had  been  no  significant  change  in  the 
reconditioning  department’s  profit  margin.  He  did  note,  however,  that  the  average 
amount  of  parts  and  labor  spent  per  used  car  reconditioned  had  climbed  and  that  as  much 
as  $400  to  $500  was  spent  on  a  good  many  of  the  units  in  his  sample.  The  general  sales 
manager  knew  that  a  high  degree  of  cooperation  was  needed  to  generate  the  RFS  profit, 
and  that  this  profit  was  largely  a  function  of  new  car  sales.  Many  customers  brought  back 
their  cars  as  trade-in  on  new  cars  and  most  of  the  service  and  parts  and  body  departments 
revenue  was  from  satisfied  new  car  customers  who  returned  for  their  automotive 
requirements. 


EXHIBIT  II 


Rankin  Ford  Sales  Limited 


Internal  Service  Department  Manager’s 
trade-in  reconditioning  estimate 


Windshield 
Materials 
Direct  labor 
Department  overhead 
Department  mark-up 


$  90 
25 
5 

24 


$144 


Automatic  transmission 

Outside  subcontract  $350 
Department:  direct  labor  20 


overhead  4 

mark-up  75 


449 


Cracked  rear  axle 
Material 
Direct  labor 
Department  overhead 
Department  mark-up 


$  45 


20 

4 

14 


83 


$676 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  ACCOUNTING  512  EXAMINATION 
March,  1984 
EXAMINER’S  COMMENTS 


General 

This  exam  was  not  answered  as  well  as  the  December  1983  exam. 

Students  were  reluctant  to  do  quantitative  calculations  and  when 

they  did,  they  were  weak. 

Specific 

Q.l  Discuss  implies  looking  at  two  sides  of  an  issue  and 
arriving  at  a  reasoned  conclusion.  Students  must  discuss 
mechanism  of  double-loop  learning  and  use  of  feedback. 

0.2  This  question  was  answered  poorly  primarily  because  stu¬ 
dents  did  not  properly  understand  contribution  and  were 
not  able  to  do  segmented  statements. 

Q.3  Well  answered.  Students  should  remember  to  discuss  goal 
congruence  in  terms  of  decentralization. 

0.4  Well  answered. 

0.5  Relevant  costs  and  contribution  are  key  to  pricing  deci¬ 
sions.  Few  students  saw  this  as  a  transfer  pricing  problem 
and  the  significance  to  the  structure. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


MANAGEMENT  ACCOUNTING  512  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


10  Q.l 

(5)  (a)  1)  In  any  organization  there  is  some  degree  of  decentralization.  Top  management 

attempts  to  attain  goal  congruence  through  MCS  so  that  subordinates  make 
decisions  compatible  with  those  top  management  would  have  made, 

2)  By  covering  up  or  filtering  out  information,  subordinates  prevent  data  from 
reaching  managers  and  in  effect  are  generating  “no”  strategic  decisions. 

3)  Chris  Argyris  identifies  this  problem  as  being  quite  prevalent. 

4)  Solution  is  to  have  meetings  to  level  with  each  other  and  see  that  MCS  does  not 
generate  dysfunctional  coverups. 


(5)  (b)  1)  Feedback  loops  are  used  to  measure  performance  by  comparing  results  to 

objectives,  with  any  discrepancy  communicated  to  the  decision-maker  for 
remedial  action. 


2)  Feedback  loops  are  necessary  in  any  system  to  test  how  well  it  is  operating. 

3)  In  MCS,  feedback  may  involve  strategic  planning,  budgets  or  operating  control. 

4)  The  accountant  as  reporter  should  be  neutral  in  providing  feedback. 


25  Q.2 

(12)  (a)  Trillium  Ltd. 

Revised  Operating  Statement 
for  the  year  ended  December  31,  1982 

Territory  Product 


Sales:  Units  —  Skis 

Burglars 

Canada 

80,000 

50,000 

u.s. 

20,000 

100,000 

Skis 

100,000 

Burglars 

150,000 

Total 

Dollars 

$13,000,000 

$12,000,000 

$10,000,000 

$15,000,000 

$25,000,000 

Less  Variable:  Production 

$ 

6,500,000 

$  6,000,000 

$  5,000,000 

$  7,500,000 

$12,500,000 

Selling 

$ 

1,300,000 

$  1,200,000 

$  1,000,000 

$  1,500,000 

$  2,500,000 

Total  Variable 

$ 

7,800,000 

$  7,200,000 

$  6,000,000 

$  9,000,000 

$15,000,000 

Contribution  Margin 

$ 

5,200,000 

$  4,800,000 

$  4.000,000 

$  6,000,000 

$10,000,000 

Percent  of  Sales 

Less  Segment  Fixed 

400,000 

300,000 

4,500,000 

1,000,000 

6,200,000 

Segmental  Margin 

$ 

4,800,000 

$  4,500,000 

$  (500,000) 

$  5,000,000 

$  3.800.000 

Pei  cent  of  Sales  - —  - -  — 

Non-transferable 

Income  before  income  tax 

Assets  employed 

$ 

3,000,000 

$  2,000,000 

$10,000,000 

$20,000,000 

3,000,000 

$  800,000 

$35,000,000 

Segmental  margin  percent 

of  assets 

160% 

225% 

- 

25% 

10.9% 

Liquidation  value  of 

assets 

$ 

2,000,000 

$20,000,000 

$  4,000,000 

$30,000,000 

$56,000,000 

Segmental  margin  percent 

of  liquidation  value 

240% 

22.5% 

_ 

16.7% 

6.8% 

Income  before  tax  percent 

of  liquidation  value 
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NOTE:  Both  for  continuation  and  disposition  decisions,  the  liquidation  value  is  the 
relevant  value  to  be  used  in  the  ROl  calculations.  However,  insofar  as  the 
management  control  system  is  using  a  hurdle  rate  of  return  based  on  net  book 
value,  this  ROl  is  the  appropriate  one  to  evaluate  current  management 
performance.  Students  may  discuss  the  appropriateness  and  implications  of 
using  net  book  value  rather  than  using  liquidation  or  current  value. 


Skis  Burglars 


SP/Unit  Dollar  Sales 

A 

$10,000,000 

$15,000,000 

Unit  Sales 

B 

100,000 

150,000 

Unit  S/P  A  4  B 

C 

$100 

$100 

Variable  Production/ Unit 

Total  Production  Costs 

D 

$  9,500,000 

$  8,500,000 

Fixed  Production 

E 

4,500,000 

1,000,000 

Variable 

F 

5,000,000 

7,500,000 

Variable/Unit  F  4  B 

G 

$50 

$50 

Variable  Selling/ Unit 

Canada 

U.S. 

Total  Selling 

H 

$  1,700,000 

$  1,500,000 

Fixed  Selling 

1 

400,000 

300,000 

Variable  Selling 

J 

1,300,000 

1,200,000 

(8)  (b)  The  revised  operating  statement  shows  that  each  product  has  a  positive  contribution 

margin:  sales  revenues  are  in  excess  of  the  segment’s  variable  expenses. 

Only  skis  are  not  covering  fixed  costs;  the  other  three  segments  are  making  a  positive 
contribution  to  corporate  profits. 

The  question  with  skis  is  whether  this  is  a  temporarily  poor  operating  position  and,  if 
so,  whether  a  current  negative  segment  margin  should  be  accepted  in  anticipation  of 
a  long-run  positive  segment  margin. 

It  should  be  noted  that  if  ski  production  were  dropped,  a  $500,000  negative 
segmental  margin  would  be  eliminated,  which  would  increase  corporate  profits  by  a 
small  amount.  However,  the  two  territory  segments  would  lose  the  $4  million 
contribution  from  skis  and  each  would  have  to  be  reevaluated  without  the  ski 
revenues  and  expenses.  That  is,  does  the  burglar  contribution  margin  ($6  million) 
cover  the  fixed  elements  ($1.6  million)  of  the  three  remaining  segments. 

The  segmental  margin  returns  on  assets  employed  are  high  except  for  skis,  which  is 
negative  and  averages  the  corporate  total  segmental  return  down  to  1 1%.  The 
segmental  margin  as  percentage  of  liquidation  value  of  assets  is  a  better  measure  to 
determine  whether  a  segment  should  be  retained:  all  segments  generate  in  excess  of 
the  required  ROl  of  15%,  except  skis;  which  averages  the  corporate  down  to  6.8%. 
The  corporate  income  before  tax  is  only  1.4%  of  liquidation  value,  which  all  adds  up 
to  poor  performance  and  soul  searching  as  to  long-run  decisions. 

Many  variants  of  this  analysis  would  be  acceptable. 

(5)  (c)  Changes  recommended: 

Hire  a  management  accountant. 

Use  direct  costs  and  contribution  analysis. 

Prepare  segment  operating  statements  monthly. 

Budget  required  for  planning  and  monitoring. 

Top  management  must  monitor  performance. 
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10  Q.3  Research  and  development  is  typically  a  strategic  expense  with  current  negative  impact 

on  earnings,  but  anticipated  future  benefits. 

With  a  normal  profit  or  investment  center  type  of  MCS,  division  managers  will  tend  to 
downplay  research  and  development. 

Given  that  MCS  does  not  motivate  planning  and  control  of  research  and  development, 
corporate  management  can  do  several  things: 

i)  Insist  on  provision  for  research  and  development  in  divisions’  submission  to  formal 
planning  system; 

ii)  Insist  on  research  and  development  in  budgets; 

iii)  Set  research  and  development  level; 

iv)  Set  up  research  and  development  division; 

v)  Have  research  and  development  division  sell  output  to  divisions  to  complete  cycle 
and  recover  costs. 

Control  may  be  effected  in  a  centralized  organization  through  the  budget  and  in  a 
decentralized  organization  through  the  unit’s  profit-plus-budget  to  ensure  unit  is 
fulfilling  research  and  development  responsibilities. 

20  Q.4 

(5)  (a)  Discuss  implies  two  sides  to  issue  — 

On  the  one  hand,  as  firms  grow  larger,  it  is  necessary  for  managers  to  be  delegated 
decision-making  authority  to: 

—  avoid  bottleneck  of  decisions  at  top; 

—  use  expertise  of  employees  who  are  closer  to  the  problems; 

—  encourage  initiative. 


On  the  other  hand,  a  management  control  system  and  accounting  system  must  be  set 
up  to  monitor  delegation,  as  top  management  remains  responsible.  There  is  a  need 
to: 

—  organize  structure; 

—  communicate  goals; 

—  establish  feedback; 

—  monitor  performance; 

—  anticipate  dysfunctional  behavior; 

—  provide  internal  audit  to  monitor. 

Must  establish  balance  between  decentralized  autonomy  and  centralized  control, 
which  depends  on  environment  and  firm. 

(5)  (b)  The  emerging  role  of  a  management  accountant  is: 

—  no  longer'the  green  eyeshade  cost  accountant; 

a  member  of  the  firm  who  provides  data  and  analysis  to  help  management  make 
decisions; 

—  concerned  with  past  (cost  reporting)  and  future  (budgets  and  planning); 

—  -  responsible  for  providing  relevant  data  and  analysis  techniques  (e.g.  direct  costs. 

not  full  costs); 

decision-making  is  usually  beyond  his  responsibility;  his  role  is  to  provide 
valuable  assistance  in  the  decision-making  process. 


Continued.... 
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(5)  (c)  Engineered  costs  can  be  planned,  monitored  and  controlled  .in  terms  of  output, 

whereas  discretionary  costs  have  to  be  based  on  judgment  and  cannot  be  as 
easily  controlled  as  they  do  not  have  a  known  precise  relationship  to  output. 

A  management  control  system  should  be  designed  with  reference  to  the  type  of  costs 
involved.  Engineered  costs  imply  predictability  of  costs,  little  discretion  and 
therefore  centralized  control.  Discretionary  costs  imply  judgmental  decisions  and  a 
need  for  decentralized  decision-making.  Obviously,  technology  and  environment 
must  also  be  considered. 

Engineered  costs  will  involve  precise  term/function  type  determination  and  are 
suited  to  standard  cost  and  flexible  budgeting.  Discretionary  costs  require  more  a 
priori  monitoring  in  planning  phase  and  evaluation  in  terms  of  results,  usually  profit 
or  sales. 

(5)  (d)  Accounting  provides  data  (e.g.  financial  statements)  for  decision-making  by  people 

—  thus,  in  essence,  it  is  behaviorally  oriented. 

In  management  accounting  the  effects  of  reports  and  cost  standards  on  behavior 
have  to  be  considered,  e.g..  online  computer  reports  may  provide  top  management 
with  a  foreman’s  results  before  he  is  aware  of  them  let  alone  taken  remedial  action; 
such  a  situation  can  create  dysfunctional  behavior. 

Should  standards  be  loose,  tight  or  reasonable?  How  do  you  want  to  motivate  the 
people  concerned?  Similarly,  tight  or  loose  budgets? 

In  management  control  systems  one  is  trying  to  motivate  managers  to  goal 
congruence  and  achievement.  Concern  for  padding  budgets-t op-down /bottom-up 
system  must  be  designed  to  achieve  desired  behavorial  results. 


35  Q.5  NOTE  TO  MARKERS: 

Topics  addressed  by  this  case  are:  Profit  Center,  Transfer  Pricing  and  Budgets. 

Introduction 

This  case  deals  with  a  franchised  automobile  dealership  with  annual  sales  of  S15  million 
and  some  115  employees.  Profits  come  from  sales  of  new  and  used  cars  and  trucks, 
servicing  and  repairs,  along  with  sales  of  parts,  tires  and  petroleum  products. 

The  firm  is  organized  into  eight  operating  departments  (Exhibit  I).  The  case  outlines 
budget  preparations  for  the  company  and  the  bonus  system  used  to  evaluate,  motivate 
and  reward  the  operating  managers.  Budgeting  and  variance  reporting  forms  are 
prepared  but  not  shown  in  the  case. 

The  case  focuses  on  the  problems  involved  in  a  new  car  sale  with  a  trade-in.  While  the  net 
trade-in  price  to  the  customer  is  the  important  figure  to  the  firm’s  profit,  the  profits  and 
bonuses  of  the  new  car,  used  car  and  service  department  managers  are  affected  by  the 
internal  transfer  prices  used. 

Budgeting 

The  case  can  be  used  to  discuss  budgeting.  Economic  indicators  are  the  starting  point  for 
setting  sales  forecasts.  Mr.  Rankin  discusses  goals  with  each  manager  and  each  agrees  on 
his  target  for  the  year. 
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Students  can  be  expected  to  comment  on  the  usefulness  of  planning  and  the  co¬ 
ordination  and  communication  features  of  budgeting.  Possible  discussion  questions  as: 

1.  What  should  be  the  controller's  role  in  budgeting? 

2.  How  does  Mr.  Rankin  ensure  that  his  profit  plans  are  satisfied? 

3.  What  problems  are  caused  by  the  seasonal  nature  of  the  business? 

4.  Why  allocate  fixed  to  departments? 

5.  Since  goals  are  usually  exceeded  are  they  too  loose? 

Management  Control 

The  departmental  managers  are  treated  as  profit  centers  and  each  receives  a  bonus  based 
on  his  department’s  “selling  gross”.  Mr.  Rankin  receives  daily  reports  of  performance 
against  budget.  Some  discussion  questions: 

1.  What  are  some  basic  criteria  for  profit  centers  and  do  all  departments  in  RFS  meet 
these  criteria? 

2.  In  view  of  Mr.  Rankin’s  desire  to  minimize  his  day-to-day  involvement  in  operations 
how  consistent  is  the  system  of  daily  reports  and  meetings  twice  a  week?  (Why  not 
give  reports  more  often  (e.g.  daily)  during  peak  periods  and  less  often  (e.g.  weekly)  at 
other  times?) 

3.  How  compatible  is  the  system  with  the  key  success  factors  for  the  firm?  (For  example, 
the  system  ignores  inventory  levels  in  a  highly  leveraged  business.) 

Transfer  Pricing 

There  is  a  need  for  someone  (Mr.  Rankin?)  to  review  disputes  among  the  managers, 
taking  the  over-all  interest  of  RFS  into  account.  Perhaps  the  bonus  system  should  be 
based  on  RFS  profit  rather  than  departmental  profits,  which  is  in  fact  what  RFS  did. 
However,  the  system  is  working.  All  managers  concerned  lose  from  a  lost  sale  and  it  is  in 
their  own  best  interests  to  resolve  the  dispute  themselves.  If  Mr.  Rankin  arbitrates,  he  will 
soon  have  a  full-time  job  as  arbitrator.  Students  should  be  encouraged  to  examine 
the  mechanics  involved. 

Finally,  Mr.  Rankin  is  very  much  involved  in  detail.  Is  he  developing  a  manager  to  run  the 
business  if  and  when  Mr.  Rankin  is  not  present  (sick,  dead  or  engaged  in  other  business 
activities). 


(10) 


List  Price 

$6,000 

not  relevant 

Cost 

5,000 

relevant 

Extras:  List 

300 

Cost 

150 

Cost  with  extras 

5,150 

Trade-in  —  Market 

$1,800 

Repairs 

Windshield  direct 

$  115 

Transmission  direct 

370 

Axle 

65 

550 

Break  even  price  to  RFS 

$1,250 
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Cost  of  car  with  extras 
Less  break  even  trade-in 

Out  of  pocket  cost  to  RFS 
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$5,150 

1,250 

$3,900 
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Transfer  pricing  New — *- Repairs 

New — “-Used 

Must  discuss  minimum  price  acceptable  to: 

1)  RFS  >$3,900 

2)  New' car  sale  >  5,150  less  trade-in 

3)  Used  car  sale  >  1,250 

4)  Repairs  >  550 

Cost  of  allocating  profit. 

No  market  really  exists. 

New  car  salesmen  could  get  market  price  guides  from  used  car  dealers  or  repair 
garage  and  then  threaten  to  buy/ sell  outside. 

Could  use  standard  costs  plus  X  percent  mark-up. 

Consider  capacity  situation. 

Also  consider  risk. 

(5)  (b)  Decision  first  on  net  cost  to  customer. 

Then  psychological  split  between  trade-in  and  adjusted  list. 

Should  new  car  manager  determine  amount  or  RFS? 

How  badly  do  we  want  sale  and  implication  of  sale  v.  no  sale  on  market? 

Answer  should  show  nei  cost  to  customer  <  $3,900. 

A  variety  of  answers  are  acceptable. 

(10)  (c)  Too  much  interdependence  between  profit  centers. 

No  market  price. 

No  cost  based  transfer  pricing  policy. 

Are  all  divisions  actually  profit  centers? 

Typical  situation  and  owner  must  resolve  system  problem. 

(5)  (d)  Budget  basis  for  planning  ahead  for  all  levels. 

Mr.  Rankin  can  plan  for  target  profit  and  to  certain  volumes  of  vehicles. 

Managers  can  plan  capacity  and  staff  required. 

Target  for  managers,  base  for  bonus,  incentive. 

Managers  involved  and  so,  element  of  commitment. 

(5)  (e)  Should  all  departments  be  profit  centers?  If  yes,  can  we  encourage  outside 

purchase/ selling  to  establish  market  based  transfer  pricing  with  teeth? 

Perhaps  repairs  should  be  a  cost  center. 

Transfer  pricing  policy  (market  v.  cost)  must  be  established. 

Managers  must  have  relevant  direct  cost  and  understand  use  of  contribution  analysis. 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

21 


25 


AUDITING  517  EXAMINATION 
December,  1983 


Time:  3  Hours 

Q.  1  Assume  that  each  of  the  following  unrelated  situations  may  influence  decisions  made 
by  the  readers  of  the  financial  statements  and  will  therefore  require  a  reservation  in  the 
auditor’s  report. 

1)  The  company  does  not  depreciate  its  head  office  building.  The  controller  claims 
that  the  market  value  of  the  building  is  increasing,  and  not  decreasing,  every  year. 

2)  The  auditor  is  appointed  during  the  year  and  therefore  is  unable  to  observe  the 
inventory  count  at  the  beginning  of  the  year  (assume  that  the  prior  year’s  figures 
were  unaudited). 

3)  The  auditor  disagrees  on  the  carrying  value  of  a  long-term  investment.  A  Company 
Ltd.’s  investment  in  B  Company  Ltd.,  its  only  asset,  which  is  carried  at  a  cost  of 
$15,000,000,  has  declined  in  value  to  an  amount  of  $7,300,000.  The  loss  in  value  of 
this  investment  seems  to  be  other  than  a  temporary  decline  and  GAAP  require  that 
the  investment  be  written  down  to  recognize  the  loss.  The  controller  has  no 
intention  of  reflecting  the  decline  in  value  of  the  investment  in  the  financial 
statements. 

REQUIRED: 

For  each  of  the  above  situations,  answer  the  following  questions: 

(6)  (a)  Is  the  auditor  dealing  with  a  departure  from  generally  accepted  accounting  princi¬ 

ples  or  a  limitation  in  the  scope  of  the  examination? 

(9)  (b)  Which  type  of  reservation  should  the  auditor  choose?  Why? 

(6)  (c)  What  should  the  reservation  include? 

Q.2 

(5)  (a)  List  the  techniques  commonly  used  to  record  information  relating  to  systems  of 

internal  control  and  indicate  the  criterion  for  selection  of  a  particular  technique  or 
techniques. 

(14)  (b)  What  would  an  auditor  expect  to  find  in  a  good  internal  control  system  with 

respect  to  raw  material  purchases  and  accounts  payable.  Assume  that  the  pur¬ 
chasing,  receiving,  storage  and  accounting  functions  are  handled  by  separate 
departments. 

(3)  (c)  What  questions  concern  the  auditor  when  applying  compliance  procedures? 

(3)  (d)  Briefly  discuss  how  good  internal  control  affects  the  year-end  audit. 

Q.3  When  expressing  an  opinion  on  financial  information  other  than  financial  statements, 
the  auditor  must  comply  with  very  specific  professional  standards. 

The  following  report  dealing  with  gross  sales  should  be  in  conformity  with  these 
standards. 
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Accountant's  Comments 


To:  Landlord  Limited 

At  the  request  of  Client  Limited,  I  have  examined  the  schedule  of  gross  sales  (as 
defined  in  the  lease  agreement  dated  May  3,  1980,  with  Landlord  Limited)  of  the  store 
located  at  19  -  4th  Avenue,  Citytown,  for  the  year  ended  December  31,  1983. 

Nothing  came  to  my  attention  to  indicate  that  this  schedule  does  not  present  the  gross 
sales  fairly. 

REQUIRED: 

Identify  the  errors  on  the  above  report  with  regard  to  compliance  with  professional 
standards  . 


20  Q.4  Instead  of  preparing  a  flowchart,  your  new  colleague  provided  the  following  written 

description  of  the  procedures  used  by  Producto  Ltd.’s  employees  to  record  the 

materials  purchased  and  issued  for  production. 

i)  The  purchasing  agent  prepares  a  purchase  order  for  all  materials  ordered.  The 
company  keeps  only  one  copy  of  the  purchase  order  which  is  filed  by  the  purchas¬ 
ing  agent. 

ii)  The  accounting  department  verifies  the  mathematical  accuracy  of  the  supplier’s 
invoice  before  the  receiving  slip  is  attached  to  it.  Periodically,  verified  invoices  are 
posted  to  the  perpetual  inventory  record  kept  by  the  stores  department. 

iii)  Once  posted,  suppliers’  invoices  are  returned  to  the  accounting  department  to  be 
recorded  in  the  purchase  journal  and  paid. 

iv)  Plant  workers  prepare  material  requisitions  which  they  give  to  the  storekeeper  in 
exchange  for  the  materials.  The  requisitions  are  posted  to  the  perpetual  inventory 
record  at  prices  listed  on  inventory  cards.  At  the  end  of  each  month,  a  summary  of 
material  requisitions  is  prepared  and  sent  to  the  accounting  department  to  be 
posted  to  the  cost  ledger. 

v)  When  stores  department  employees  are  busy  or  away,  plant  supervisors  take  the 
materials  they  need  and  leave  a  materials  requisition  for  materials  taken. 

vi)  The  storekeeper  takes  a  physical  inventory  count  every  six  months.  When  there 
are  differences,  he  adjusts  the  perpetual  inventory  record  and  submits  a  summary 
of  changes  to  the  accounting  department.  Inventory  overages  and  shortages  are 
charged  to  cost  of  goods  manufactured. 


REQUIRED: 

For  each  of  the  above  internal  control  deficiencies,  indicate: 

(5)  (a)  the  specific  weakness. 

(5)  (b)  the  risk  attached  to  each  weakness. 

(5)  (c)  how  the  deficiency  can  be  corrected. 

(5)  (d)  other  information  you  would  require  to  accurately  evaluate  the  internal  control. 

Format  your  answer,  in  your  examination  booklet,, as  follows: 

Weakness  Risk  Correction  Other  Information 
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14  Q.5 

The  preparation  of  working  papers  is  an  integral  part  of  the  work  that  an  auditor  must 
perform  to  express  an  opinion  on  financial  statements.  The  auditor  reviews  the 
previous  year's  working  papers  to  determine  which  working  papers  will  be  needed  for 
the  current  engagement. 

REQUIRED: 

(6) 

(a)  What  are  the  objectives  of  audit  working  papers?  Explain. 

(4) 

(b)  Which  documents  are  included  in  audit  working  papers? 

(4) 

(c)  To  comply  with  generally  accepted  auditing  standards,  the  auditor  must  include 
certain-evidence  in  his  working  papers.  For  example,  he  must  provide  evidence 
that  the  engagement  was  adequately  planned  and  properly  executed  and  that  the 
work  of  assistants  was  properly  supervised  and  reviewed.  What  other  evidence 
should  the  auditor  include  in  audit  working  papers  to  comply  with  generally 
accepted  auditing  standards? 

10  Q.6 

Describe  judgment  sampling.  What  are  the  strengths  and  weaknesses  of  judgment 
sampling  compared  to  statistical  sampling? 

100 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

Overall,  the  results  were  good.  There  are  no  particular  diffi¬ 
culties  to  mention. 

Specific 

Q.l  This  question  was  well  answered. 

Q.2  Part  (b)  of  this  question  presented  difficulties  for  many 
students.  However,  parts  (a),  (c)  and  (d)  were  generally 

well  answered. 

Q.3  This  question  required  students  to  demonstrate  specific 

knowledge.  Extremes  were  found  in  the  answers,  ranging 
from  near-perfect  to  totally  inadequate. 

Q.  4  Most  students  started  answering  this  question  correctly, 

but  stopped  too  soon.  Answers  were  incomplete  and  lacked 
depth.  Overall,  results  were  not  very  satisfactory. 

Q.5  Strangely  enough,  this  question  was  very  poorly  answered. 

I  have  difficulty  in  determining  why;  the  question  seems 
easy  and  clear. 

Q.6  The  fact  that  no  computations  were  required  seems  to  have 
helped  the  students  a  great  deal.  Many  were  awarded  maxi¬ 
mum  marks. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Marks  Time:  3  Hours 

21  Q.l 

1)  (a)  Departure  from  GAAP  —  Inappropriate  accounting  treatment: 

Failure  to  record  depreciation. 

(b)  Qualified  opinion 

The  auditor  will  express  a  qualified  opinion  if  the  departure  does  not  impair  the 
overall  usefulness  of  the  financial  statements  to  the  reader  and  can  be  explained  so 
that  the  reader  is  in  a  position  to  assess  the  impact  of  the  departure  on  the  financial 
statements. 

(c)  —The  auditor  should  explain  the  reason  for  the  reservation; 

—  The  auditor  should  indicate  how  the  item  would  have  been  calculated; 

—  The  auditor  should  indicate  the  effect,  in  dollars,  on  the  item  concerned  and 
other  items  affected  (accumulated  depreciation  expense,  accumulated  depre¬ 
ciation,  net  income,  retained  earnings,  deferred  income  taxes). 

OR  ALTERNATIVELY 

(b)  Adverse  opinion 

The  auditor  will  express  an  adverse  opinion  if  he  feels  that  the  financial  statements 
are  not  presented  fairly  in  accordance  with  GAAP  to  the  extent  that  they  are 
misleading  or  virtually  useless  to  the  reader. 

The  impact  of  the  departure  would  be  so  pervasive  that  the  auditor  would  be 
unable  to  describe  clearly  how  the  financial  statements  are  affected;  or  the  impact 
of  the  departure  would  be  so  significant  that  it  would  overshadow  a  clear  descrip¬ 
tion  of  how  the  financial  statements  are  affected. 

(c)  —The  auditor  should  indicate  the  reason  for  the  reservation; 

—  The  auditor  should  estimate  the  impact  of  the  departure  on  the  items  affected  in 
the  financial  statements. 

2)  (a)  Limitation  in  the  scope  of  the  examination  —  The  auditor  is  appointed  during  the 

year  and  therefore  is  unable  to  observe  the  inventory  count  at  the  beginning  of  the 
year. 

(b)  Assuming  that  the  auditor  was  able  to  satisfy  himself  with  respect  to  all  other 
aspects  of  inventories  and  all  other  opening  figures: 

Qualified  opinion 

The  auditor  will  express  a  qualified  opinion  if  he  does  not  think  that  the  limitation 
in  the  scope  of  his  examination  is  such  that,  in  his  opinion,  the  effect  on  the 
financial  statements  of  possible  departures  from  GAAP  could  be  so  pervasive  or 
significant  that  he  has  no  basis  for  an  opinion  on  the  financial  statements  taken  as  a 
whole. 

Continued . . . 
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(c)  —  The  auditor  should  indicate  that  he  was  unable  to  observe  the  inventory  count. 
—  The  auditor  should  indicate  that  he  was  unable  to  determine  whether  adjust¬ 
ments  to  cost  of  sales,  income  taxes,  net  income  for  the  year,  opening  retained 
earnings  and  funds  provided  from  operations  might  be  necessary. 

OR  ALTERNATIVELY 


(b)  Assuming  there  are  serious  deficiencies  in  the  accounting  records  and  in  the 
system  of  internal  control: 

Denial  of  opinion 

The  auditor  will  express  a  denial  of  opinion  if  the  limitation  in  the  scope  of  the 
examination  is  such  that,  in  the  auditor's  opinion,  the  effect  on  the  financial 
statements  of  possible  departures  from  GAAP  could  be  so  pervasive  or  significant 
that  he  has  no  basis  for  an  opinion  on  the  financial  statements  taken  as  a  whole. 

(c)  —The  auditor  should  indicate  the  reasons  for  the  denial  of  opinion; 

—  The  auditor  should  explain  that  he  could  not  determine  whether  adjustments 
were  necessary. 

3)  (a)  Departure  from  GAAP  —  Disagreement  on  carrying  value  of  a  long-term  invest¬ 
ment. 

(b)  Adverse  opinion 

The  impact  of  the  departure  is  so  significant  that  it  overshadows  a  clear  description 
of  how  the  financial  statements  are  affected. 

(c)  —The  auditor  should  explain  the  reasons  for  the  adverse  opinion. 

—  The  auditor  should  explain  that  in  conformity  with  GAAP  the  loss  of  value 
should  have  been  reflected  in  the  financial  statements  (not  a  temporary  decline 
in  the  value  of  the  investment  )  (a  $7,700,000  loss  should  have  been  recorded). 

—  The  auditor  should  indicate  that  if  the  decline  in  value  had  been  recognized,  the 
investment,  net  income  for  the  year  and  retained  earnings  would  have  been 
reduced  by  $7,700,000. 

Q.2  Sources:  CICA  Handbook,  Sections  5000,  5100,  5200  to  5220,  5300. 

Principles  of  Auditing,  Chapters  5  and  7. 

Lesson  Notes  1,  2  and  3. 

(a)  The  following  techniques  are  commonly  used  to  record  information  relating  to 
systems  of  internal  control: 

(1)  i)  narrative  descriptions; 

(1)  ii)  questionnaires; 

(1)  iii)  flowcharts; 

(1)  iv)  a  combination  of  the  above. 

(1)  Selection  of  a  particular  technique  or  techniques  is  a  matter  of  the  auditor's 
judgment  as  to  which  method  is  appropriate  in  the  circumstances. 
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(14)  (b)  Purchasing  Department 


i)  A  purchase  order  is  used. 

ii)  The  purchase  order  is  approved  by  a  supervisor. 

iii)  Backlogs  and  back  orders  are  recorded  in  a  special  journal. 

iv)  Purchase  orders  are  prenumbered  and  their  numerical  sequence  is  verified. 

v)  There  are  four  copies  of  the  purchase  order: 

—  one  copy  is  kept  by  the  purchasing  department; 

—  one  copy  is  transmitted  to  the  receiving  department; 

—  one  copy  is  transmitted  to  the  supplier; 

—  one  copy  is  transmitted  to  the  accounting  department. 

vi)  Purchasing  department  duties  are  segregated  from  those  of  the  receiving, 
accounting  and  stores  departments. 

vii)  The  purchase  order  is  matched  with  and  attached  to  the  receiving  slip. 

viii)  When  the  order  is  incomplete,  a  new  purchase  order  is  prepared. 

ix)  The  purchase  order  is  prepared  from  a  purchase  request  received  from  the 
stores  department. 

Receiving  Department 

i)  Prenumbered  receiving  slips  are  used  and  their  numerical  sequence  is  con¬ 
trolled. 

ii)  The  quantities  and  condition  of  materials  received  is  recorded  on  the  receiv¬ 
ing  slip  and  matched  with  the  delivery  slip.  The  receiving  slip  is  signed  by  a 
supervisor. 

iii)  The  receiving  slip  is  matched  with  the  purchase  order  before  the  order  is 
accepted. 

iv)  There  are  several  copies  of  the  receiving  slip: 

—  one  is  transmitted  to  the  purchasing  department; 

—  one  is  transmitted  to  the  accounting  department; 

—  one  is  transmitted  to  the  stores  department; 

—  one  is  kept  by  the  receiving  department. 

v)  Materials  and  receiving  slips  are  transferred  to  the  stores  department  with  the 
purchasing  department’s  authorization. 

vi)  Receiving  department  duties  are  segregated  from  those  of  the  purchasing, 
stores  and  accounting  departments. 

vii)  When  materials  are  transferred,  the  receiving  slip  is  signed  by  a  stores 
department  supervisor. 

Stores  Department 

i)  Two  copies  of  a  prenumbered  purchase  requisition  are  prepared. 

ii)  The  purchase  requisition  is  approved  by  a  supervisor. 

iii)  The  purchase  requisition  is  transmitted  to  the  purchasing  department  and  the 
stores  department  keeps  one  copy. 

iv)  A  perpetual  inventory  record  is  kept. 

v)  Stores  department  duties  are  segregated  from  those  of  the  receiving,  pur¬ 
chasing  and  accounting  departments. 

vi)  The  physical  inventory  is  counted  and  matched  with  the  special  journal  and 
the  general  ledger. 

vii)  The  physical  inventory  count  is  taken  by  a  person  who  is  independent  from 
the  stores  department. 

viii)  Access  to  materials  is  restricted  (physical  security). 

ix)  When  materials  are  issued,  prenumbered  documents  authorized  by  a  super¬ 
visor  are  used. 

x)  The  department  has  sufficient  insurance  to  cover  the  value  of  the  inventorv 
xt)  The  department  has  a  liability  insurance  for  individuals. 

Continued . . . 
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Accounting  Department 

i)  Invoices: 

—  Invoices  are  received  directly  by  the  accounting  department. 

—  Prices,  calculations  and  transportation  costs  are  verified. 

—  Invoices,  purchase  orders  and  receiving  slips  are  matched  and  reconciled. 

ii)  Invoices  are  recorded  in  the  accounts  payable  ledger. 

iii)  Invoices  are  recorded  in  the  general  ledger  by  an  independent  person. 

iv)  The  employee  responsible  for  payment  makes  sure  that  all  vouchers  are  filed 
and  verified  before  payment  is  authorized. 

v)  Discount  dates  are  taken  into  account. 

vi)  A  voucher  system  is  used. 

vii)  Upon  payment,  vouchers  and  invoices  are  cancelled  in  the  presence  of  the 
person  who  signs  the  cheques. 

viii)  Cheques  are  signed  by  two  supervisors. 

ix)  Once  signed,  the  cheques  are  mailed  immediately  by  the  last  person  to  sign 
them. 

x)  A  protectograph  is  used. 

xi)  Duties  of  people  who  make  the  entries  and  those  who  sign  the  cheques  are 
segregated. 

xii)  An  adequate  segregation  of  duties  is  maintained  within  the  accounting  de¬ 
partment. 


NOTE:  1/2  mark  for  each  item  to  a  maximum  of  14  marks. 

(3)  (c)  When  applying  compliance  procedures,  the  auditor  is  concerned  with  such  ques¬ 

tions  as: 

i)  Was  the  internal  control  procedure  performed? 

ii)  Was  it  performed  properly? 

iii)  Was  it  performed  by  an  appropriate  person? 

iv)  Was  it  performed  throughout  the  period  of  reliance? 

NOTE:  1  mark  for  each  item  to  a  maximum  of  3  marks. 


(3)  (d)  The  auditor’s  objective  is  to  obtain  sufficient  appropriate  audit  evidence  to  ex¬ 

press  an  opinion  on  a  company’s  financial  statements,  Good  internal  control 
provides  evidence  that  transactions  have  actually  been  recorded  but  does  not 
verify  the  balances.  Also,  due  to  inherent  limitations  of  internal  control,  the 
auditor  still  has  to  perform  some  substantive  auditing  procedures.  When  internal 
control  is  good,  the  auditor  is  able  to  modify  the  nature,  extent  and  timing  of  the 
substantive  auditing  procedures,  i.e., 


1)  Nature 

2)  Extent 

3)  Timing 


The  auditor  does  not  need  to  apply  all  possible  procedures. 

The  auditor  may  reduce  the  extent  of  procedures,  i.e.,  reduce  the 
size  of  the  sample. 

The  auditor  may  apply  some  procedures  before  the  end  of  the  fiscal 
year. 


S517D83 


Page  399 


Page  4  of  8 


10  Q.3  Sources:  CICA  Handbook,  Section  5805. 

Lesson  Notes  8  and  9. 

The  following  standards  were  not  complied  with: 

The  auditor  did  not  entitle  the  report  “Auditor's  Report”. 

The  auditor  did  not  state  whether  his  examination  had  been  made  in  accordance  with 
generally  accepted  auditing  standards  and  had  accordingly  included  such  tests  and 
other  procedures  as  he  considered  necessary  in  the  circumstances. 

The  report  did  not  describe  or  refer  to  disclosure  within  the  financial  information  of 
significant  interpretations,  if  any,  of  an  agreement  made  by  the  client. 

The  auditor  did  not  express  an  opinion  as  to  whether  the  financial  information  was 
presented  fairly  in  accordance  with  the  basis  of  accounting  described  or  referred  to 
and  significant  interpretations,  if  any,  of  an  agreement:  (he  gave  a  negative  assur¬ 
ance). 

The  auditor  did  not  express  an  opinion  as  to  whether  the  basis  of  accounting  and 
significant  interpretations,  if  any,  of  an  agreement  have  been  applied  consistently  with 
those  of  the  preceding  period. 


20 


Q.4 


(a)  Weakness 


(b)  Risk 


(c)  Correction  (d)  Other  Information 


i)  The  company 
keeps  only  one 
copy  of  the  pur¬ 
chase  order  and 
that  copy  is  hand¬ 
led  by  the  pur¬ 
chasing  agent. 


If  the  accounting 
department  does 
not  receive  a  copy 
of  the  purchase 
order,  unau¬ 
thorized  purchases 
could  be  made 
since  the  invoice  is 
not  matched 
against  the  pur¬ 
chase  order. 


The  accounting  de¬ 
partment  should  re¬ 
ceive  a  copy  of  the 
purchase  order 
which  would  be 
matched  with  and 
attached  to  the  in¬ 
voice.  Back  orders 
should  be  reviewed 
periodically  and  any 
unreasonable  delay 
investigated. 


(1) 


(1) 


(I) 


Are  purchase  orders 
prenumbered  and 
the  number  sequ¬ 
ence  controlled?  Do 
prices  appear  on  the 
purchase  order,  and 
if  so,  how  are  dis¬ 
crepancies  with  the 
invoice  price  hand¬ 
led?  Does  the  pur¬ 
chasing  department 
ask  for  tenders  and 
keep  a  file  on  these? 
Is  the  purchasing 
department  inde¬ 
pendent  from  the  ac¬ 
counting  department 
and  the  people  who 
authorize  pur¬ 
chases?  Are  pur¬ 
chase  orders  pre¬ 
pared  from  au¬ 
thorized  purchase 
requisitions? 

(1) 
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Weakness 

ii)  Perpetual  inven¬ 
tory  records  are 
kept  by  stores  de¬ 
partment  employ¬ 
ees. 


(1) 

iii)  Invoices  are  not 
recorded  upon  re¬ 
ceipt.  There  is  no 
control  what¬ 
soever. 


(1) 

iv)  Material  requisi¬ 
tions  are  not  ap¬ 
proved  by  super¬ 
visors. 


(1) 

v)  Anyone  has  access 
to  the  stores  de¬ 
partment. 


(1) 


Risk 

Since  perpetual 
inventory  records 
and  materials  are 
handled  by  the 
same  people,  in¬ 
ventory  shortages 
could  be  con¬ 
cealed  by  incorrect 
entries. 


(1) 

Invoices  could  be 
altered  or  substi¬ 
tuted. 


(1) 

Materials  could  be 
issued  without 
authorization. 


(1) 

Materials  can  be 
stolen  or  used  for 
any  purpose. 


(1) 


Correction 

Perpetual  inventory 
records  should  be 
kept  by  the  ac¬ 
counting  depart¬ 
ment  or  people  who 
are  independent 
from  the  stores  de¬ 
partment.  Those 
people  should  con¬ 
trol  recordings. 

(1) 

All  invoices  should 
be  recorded  in  the 
purchase  journal  at 
the  time  of  receipt. 
For  inventory  re¬ 
cord  entries,  all  in¬ 
voice  (or  invoice 
copy)  transfers 
should  be  control¬ 
led. 

(1) 

The  number  of 
people  authorizing 
the  issue  of  mate¬ 
rials  should  be  re¬ 
stricted.  Stores  de¬ 
partment  employees 
should  sign  material 
requisitions  before 
they  are  sent  to  the 
accounting  depart¬ 
ment  to  be  re¬ 
corded.  Prices 
should  appear  on 
material  requisi¬ 
tions. 

(1) 

Stores  should  be  in  a 
closed  place  and 
their  access  should 
be  restricted  to  au¬ 
thorized  personnel. 


(1) 


Other  Information 

Is  a  trial  balance  for 
perpetual  inventory 
record  accounts 
periodically  pre¬ 
pared?  Is  the  total 
matched  against  the 
general  ledger  bal¬ 
ance  and  any  differ¬ 
ences  explained? 


(1) 

Are  statements  of  ac¬ 
counts  received  from 
suppliers?  Are  there 
explanations  for  all 
old  invoices? 


(1) 

How  are  material  re¬ 
quisitions  controlled 
once  the  materials 
have  been  issued? 
What  method  is  used 
to  establish  the  unit 
price  of  materials  is¬ 
sued? 


(1) 

Do  stores  department 
employees  lock  the 
door  when  everyone 
leaves  the  depart¬ 
ment?  Do  super¬ 
visors  have  the  key  of 
the  stores  depart¬ 
ment? 

(1) 
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Weakness 


Risk 


Correction 


Other  Information 


vi)  Stores  department 
employees  take 
the  inventory 
count. 


Inventory  short¬ 
ages  could  be  con¬ 
cealed. 


Physical  inventory 
counts  should  be 
taken  by  people 
who  do  not  belong 
to  the  stores  de¬ 
partment.  Those 
people  should 
transmit  the  infor¬ 
mation  to  the  ac¬ 
counting  depart¬ 
ment  for  compari¬ 
son  with  perpetual 
inventory  records. 
Adjustments  should 
be  approved  by  a 
person  in  charge. 


Do  employees  inves¬ 
tigate  inventory  dif¬ 
ferences? 


(1)  (1) 

NOTE:  Maximum  of  20  marks. 


(1) 


(1) 


14  Q.5 

(6)  (a)  Working  papers  are  used  to  compile  the  audit  evidence  gathered  by  the  auditor  to 

support  his  opinion  on  the  client’s  financial  statements.  They  are  the  source  of  the 
opinion. 

Working  papers  are  used  to  ascertain  that  the  assistants’  work  was  performed 
properly;  complete  working  papers  are  an  indication  that  all  steps  were  taken. 

Working  papers  provide  evidence,  when  required,  of  the  auditor’s  compliance 
with  generally  accepted  auditing  standards:  if  the  working  papers  are  complete, 
there  should  not  be  any  problem. 

Working  papers  should  assist  in  staff  training:  if  they  are  properly  organized,  staff 
members  will  be  encouraged  to  organize  their  work  properly  in  similar  cir¬ 
cumstances. 

Working  papers  should  provide  information  to  those  who  require  it. 

Working  papers  should  assist  in  planning  the  next  audit  or  any  subsequent  work. 


(4)  (b)  Copies  or  excerpts  of  the  company's  official  documents  (minutes,  contracts,  etc.) 
Auditor’s  worksheets 

Description  of  internal  control  (questionnaires,  charts) 

Details  on  tests  performed  (compliance  and  substantive) 

Audit  programs 

Copy  of  financial  statements  or  any  other  document  given  to  the  client 
Evidence  obtained  both  from  within  the  company  and  outside  the  company 
(confirmations,  certificates,  letters  of  representation,  etc.) 

Administrative  documents  proving  that  the  audit  was  properly  performed 

Continued . . . 
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(c)  Working  papers  should  provide  evidence  that: 

(1)  the  auditor  has  technical  training  and  professional  competence  (e.g.,  nothing  was 
omitted  in  the  audit  programs) 

(Vi)  the  auditor  had  an  independent  state  of  mind  (e.g. ,  there  is  no  judgment  against  the 
client  or  in  his  favor  which  is  not  justified  by  facts) 

(Vi)  internal  control  was  reviewed  (e.g.,  questionnaires  or  charts  and  test  sheets) 

(Vi)  conclusions  were  drawn  from  the  internal  control  review  (e.g.,  the  auditor  ex¬ 
presses  an  opinion  on  the  value  and  usefulness  of  internal  control) 

(Vi)  the  best  possible  evidence  was  used  (e.g.,  justify  why  confirmations  were  not 
used) 

(Vi)  an  overall  review  was  performed  in  order  to  express  an  opinion  (e.g.,  reference  to 
the  type  of  report  that  should  be  issued  and  the  reasons  supporting  that  choice) 

(Vi)  evidence  was  used  to  substantiate  the  auditor’s  opinion 


10  Q.6 

(4)  Judgment  sampling  is  where  samples  are  selected  on  the  basis  of  the  judgment  of  the 
auditor.  The  size  and  source  of  the  sample  which  is  to  be  checked  is  frequently 
expressed  as:  one  month's  vouchers,  ten  percent  of  entries,  one  week  in  each  quarter, 
and  so  on. 

Weaknesses: 

(1)  Rise  of  unknowingly  over  or  under  auditing 
(1)  There  is  no  quantification  of  the  sample  risk 
(1)  Lacks  statistical  validity 
(1)  Lacks  objectivity 

(1)  Not  as  defensible  as  statistical  sampling 
Strengths: 

(2)  Not  as  time-consuming  and  expensive  as  statistical  sampling 
(1)  Easy  to  understand  and  to  do 

NOTE:  Maximum  of  10  marks. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
March,  1984 


Marks  Time:  3  Hours 

12  Q.  1  You  are  employed  by  a  public  accounting  firm  which  has  recently  experienced  major 
problems  in  the  following  areas:  client  relations  and  the  application  of  several  auditing 
standards  and  rules. 

One  of  the  firm’s  partners  believes  that  these  problems  result  directly  from  accepting 
audit  engagements  too  rapidly  without  sufficient  analysis  of  the  problems  which  could 
arise. 


REQUIRED: 

(7)  (a)  List  the  factors  which  an  auditor  must  consider  before  accepting  an  engagement  and 

explain  why  each  should  be  considered. 

(5)  (b)  When  he  accepts  an  engagement,  the  auditor  normally  issues  an  engagement  letter. 

Explain  why  an  engagement  letter  is  important. 

13  Q.2  Jack  Lambert,  CGA,  is  the  auditor  of  two  unrelated  companies,  Trouble  Ltd.  and 

Prosperous  Ltd. 

In  early  1983,  Jack  completed  his  audit  of  the  financial  statements  of  Trouble  Ltd.  for  the 
year  ended  December  31,  1982,  and  it  appeared  obvious  to  him  that  the  company  would 
be  unable  to  continue  as  a  going  concern  in  the  foreseeable  future. 

Several  months  later,  in  June  1983,  Jack  completed  his  audit  of  the  financial  statements 
of  Prosperous  Ltd.  for  the  year  ended  April  30, 1 983.  He  noticed  that  the  company’s  assets 
included  a  note  receivable  from  Trouble  Ltd.,  against  which  no  allowance  for  doubtful 
accounts  had  been  provided.  A  discussion  with  Prosperous  Ltd.’s  directors,  who  are  also 
the  only  shareholders  of  the  company,  convinced  Jack  that  they  were  not  aware  of 
Trouble  Ltd.’s  actual  financial  condition. 

REQUIRED: 


20 


(5)  (a)  Discuss  the  effects  of  Trouble  Ltd.’s  condition  on  Jack’s  audit  report  on  Trouble  Ltd. 

(8)  (b)  Explain  the  course  of  action  Jack  should  take  in  order  to  discharge  his  professional 

and  ethical  responsibilities  towards  Prosperous  Ltd. 

Q.  3  A  prospectus  or  offering  circular  is  prepared  in  connection  with  the  sale  or  exchange  of 
securities  of  a  corporation.  It  is  designed  to  provide  information  which  will  enable  a 
prospective  investor  to  form  an  opinion  as  to  whether  or  not  he  should  buy  the  securities. 

REQUIRED: 

(2)  (a)  Discuss  the  auditor’s  general  responsibilities  with  respect  to  a  prospectus. 

(8)  (b)  Discuss  the  accounting  and  non-accounting  information  that  could  and  should  be 

included  in  a  prospectus. 

(10)  (c)  List  the  minimum  procedures  which  an  auditor  should  carry  out  in  order  to  be  in  a 

position  to  express  an  opinion  on  financial  statements  to  be  included  in  a  prospectus. 
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Q.4  In  the  audit  of  liabilities,  careful  consideration  must  be  given  to  the  possible  existence  of 
contingent  liabilities  and/or  significant  contractual  obligations.  The  difference  between 
contractual  obligations  and  contingencies  is  not  always  clear,  but  is  primarily  related  to 
certainty  of  materialization. 

REQUIRED: 

(5)  (a)  Prepare  a  general  audit  program  which  would  bring  to  light  the  various  types  of  loss 

contingencies  and  commitments  that  the  auditor  should  take  into  consideration  when 
performing  an  audit. 

(5)  (b)  Describe  briefly  the  type  of  loss  contingency  or  commitment  which  might  be  found 

under  each  step  of  the  program. 

Q.5  Label  Ltd.,  a  family  business,  has  been  in  operation  for  several  years  and  its  financial 
statements  have  never  been  audited  or  reviewed  by  a  public  accountant.  Ms.  Label,  the 
owner  of  Label  Ltd.,  requires  additional  funds  this  year  for  expansion  of  the  business. 

The  bank  requested  a  review  of  the  financial  statements  to  ascertain  their  validity  and  Ms. 
Label  has  asked  Mr.  Simon,  CGA,  to  review  the  financial  statements  of  Label  Ltd.  and  to 
issue  a  report  to  the  bank. 

Mr.  Simon  decides  to  send  Label  Ltd.  an  engagement  letter. 

REQUIRED: 

(5)  (a)  Discuss  the  main  items  which  should  be  agreed  and  understood  between  the  auditor 

and  client  and  which  should  appear  in  the  engagement  letter. 

(5)  (b)  List  the  professional  standards  that  Mr.  Simon  should  meet  with  respect  to  this 

review  engagement 

(5)  (c)  Comment  on  the  following  communication  which  Mr  Simon  intends  to  write  upon 

completion  of  the  review. 

Auditor’s  Report 

I  have  examined  the  accompanying  balance  sheet  as  at  November  30,  1983,  and  the 
statements  of  income,  retained  earnings  and  changes  in  financial  position  for  the  period 
then  ended  which  were  prepared  by  Label  Ltd. 

During  my  review,  nothing  came  to  my  attention  to  indicate  that  the  financial  statements 
are  not  plausible. 

Canada  Paul  Simon,  CGA 

November  30,  1983 
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22  Q.6  At  the  last  annual  general  meeting  of  ABC  Ltd.,  a  company  specializing  in  heavy 

excavation  equipment  rentals,  CGA  was  appointed  auditor.  Shortly  after  his 
appointment,  CGA  received  the  following  letter  from  Mr.  G.  Leroy,  the  company’s 
president: 

“Dear  Sir, 

For  the  last  few  years,  our  company  has  experienced  several  problems  with  its  internal 
control  system  relating  to  sales  and  receivables.  Despite  our  efforts,  we  have  been  unable 
to  correct  the  situation.  Given  the  information  below,  we  would  like  you  to  recommend 
improvements. 

1)  We  rent  various  types  of  machines,  each  of  which  has  a  different  capacity  and  the 
rental  price  is  different  for  each  machine. 

2)  Prices  are  established  on  an  hourly  basis  and  include  the  salary  of  the  specialized 
employee  who  operates  the  machine.  In  addition  to  the  hourly  rate,  we  charge  a  fixed 
price  to  move  the  machine  to  the  work  site,  plus  a  rate  based  on  the  distance  between 
the  work  site  and  the  company’s  warehouse. 

3)  We  do  not  work  under  fixed-price  contracts;  we  only  follow  the  customers’  specifica¬ 
tions. 

4)  All  our  sales  are  credit  sales. 

5)  We  employ  the  following  people:  the  controller  and  his  secretary,  an  accounting 
clerk,  an  equipment  supervisor  who  is  in  charge  of  five  equipment  maintenance 
employees,  a  payroll  clerk  and  a  number  of  specialized  employees  to  operate 
machines. 

Yours  truly, 

G.  Leroy” 


Continued  .  .  . 
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After  completing  his  audit  review  of  internal  control,  CGA  decided  to  obtain 
confirmation  of  accounts  receivable  at  November  30,  1983,  i.e.,  two  months  before  the 
company’s  fiscal  year-end.  The  company  provided  him  with  the  following  list  of  accounts 
receivable: 


ABC  Ltd. 

List  of  Accounts  Receivable 
As  at  November  30,  1983 


30  Days 

30-60 

60-90 

90  Days 

Total 

and  Less 

Days 

Days 

and  Over 

XYZ  Limited 

$  (4,500) 

$  (4,500) 

Star  Construction 

8,979 

8,979 

Tabco  Inc. 

19,750 

19,750 

Atlanta  Construction 

5,000 

$  5,000 

South  Shore  Project 

34,563 

18,165 

$  16,398 

Charles  Bedford 

51,689 

51,689 

W.  German  Ltd. 

110,740 

85,472 

$25,268 

J.  W.  Durham  Ltd. 

62,274 

62,274 

M.  Best 

1,032 

1,032 

Peter  Courtney  Ltd. 

65 

65 

Henry  Devlin 

5,625 

5,625 

Victor  Groves 

8,341 

8,341 

Norman  Greenwood 

2,958 

2,958 

Robert  Wood 

5,106 

5,106 

G.  Leroy 

Various  receivables 

11,165 

11,165 

service  billings  (all 

under  $300) 

1,689 

1,689 

$324,476 

$127,866 

$143,349 

$35,999 

$17,262 

Two  replies  to  CGA’s  confirmation  requests  included  the  following  remarks: 


i)  One  customer  replied  that  at  the  end  of  October  he  received  invoice  #1249  and  paid  it 
at  the  beginning  of  November.  He  does  not  understand  why  his  account  is  still 
outstanding.  This  is  not  the  first  time  that  his  account  has  taken  two  or  three  months 
to  clear  after  payment  has  been  made. 

ii)  Another  customer  replied  that  invoice  #1817  received  was  dated  November  30,  1 983, 
and  relates  to  an  excavating  job  performed  on  December  5,  1983.  He  does  not  like 
being  billed  for  a  job  which  is  not  yet  done. 

Finally,  when  he  performed  his  year-end  audit  work,  CGA  noticed  that  the  company’s 
assets,  which  totaled  $4,500,000  at  November  30,  1983,  totaled  $3,000,000  at  January  31, 
1984,  following  the  redemption  of  a  long-term  debt.  He  also  noticed  that  the  accounts 
receivable  now  totaled  $525,000  and  that  the  list  of  accounts  receivable  at  that  date 
included  an  amount  of  $310,000  receivable  from  Martin  Ltd. 
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REQUIRED: 

(3)  (a)  Should  CGA  accept  the  engagement  to  make  recommendations  on  internal  control? 

Why?  How  would  his  audit  engagement  be  affected  by  his  acceptance  or  refusal? 

(12)  (b)  Assuming  that  CGA  agreed  to  accept  the  special  engagement,  prepare  his 

recommendation  on  internal  control  for  sales  and  accounts  receivable.  Include  a  brief 
outline  of  which  documents  are  required  and  how  duties  should  be  segregated. 

(3)  (c)  State  the  problems  that  are  indicated  by  the  replies  to  CGA’s  confirmation  requests 

and  how  CGA  should  deal  with  these  problems. 

(4)  (d)  Considering  the  list  of  accounts  receivable  at  November  30,  1983,  the  replies  to  the 

confirmation  requests  and  the  other  information,  CGA  can  take  various  steps  at  the 
end  of  the  fiscal  year  to  verify  the  amount  of  accounts  receivable.  Discuss  four  of  the 
various  steps. 

8  Q.7  During  an  audit  of  the  inventory  records  of  an  organization,  an  external  auditor 

determined  that  the  population  comprised  30,000  items  of  inventory.  Each  item  of 
inventory  contained  anywhere  from  10  to  400  units.  The  value  of  each  unit  varies  from 
10c  to  $2,000.  The  estimated  error  rate  was  5%  with  a  confidence  level  of  90%  and  a 
precision  of  ±3%.  After  determining  the  appropriate  sample  extent  by  the  use  of  tables, 
the  auditor  then  selected  half  of  his  sample  from  the  corner  of  the  storeroom  where  most 
of  the  high  value  items  were  kept. 

From  his  sample,  he  found  that  approximately  20%  of  the  items  selected  differed  in 
quantity  from  the  number  shown  on  the  inventory  records.  From  this,  he  concluded  that 
he  was  95%  confident  that  the  number  of  records  which  were  incorrect  in  the  population, 
was  approximately  6,000. 

REQUIRED: 

Describe  the  errors  made  in  the  auditor’s  technique. 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

Students  often  got  carried  away  in  extended  theoretical  discus¬ 
sions  and  too  often  forgot  to  answer  the  specific  question.  For 

this  reason,  the  examination  appeared  too  long  to  many  students. 

Specific 

Q.l  This  question  was  fairly  well  answered.  Some  students, 

however,  had  difficulty  distinguishing  between  part  (a) 
and  part  (b) . 

Q.2  This  was  a  difficult  question.  It  required  a  careful  situ¬ 
ational  analysis  and  many  students  found  it  very  difficult 
to  imagine  the  various  solutions  that  the  auditor  could 
have  used.  Overall,  the  question  was  poorly  answered. 

0.3  Many  students  did  not  discuss  pro-forma  statements  and 

non-accounting  information.  Part  (c)  of  the  question  was 
well  answered. 

Q.4  The  main  difficulty  for  many  students  was  to  determine  the 
various  types  of  loss  contingencies  and  commitments.  Part 
(b)  being  a  consequence  of  part  (a),  answers  to  this  part 
were  contingent  on  successful  answering  of  part  (a). 

Q.5  Part  (a)  and  (b)  of  the  question  were  fairly  well  an¬ 

swered.  Answers  to  part  (c)  were  excellent. 

Q.6  This  question  may  have  seemed  unusual  but  students  were 

able  to  master  the  concepts  involved.  The  results  were, 
overall,  quite  acceptable. 

Q.7  This  question  was  well  answered. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Marks 

12  Q.l  (a)  Factors  to  consider 

(7)  (1)  1)  Knowledge  of  owner¬ 

ship  and  management  of 
the  client. 

((4)2)  Knowledge  of  the  repu¬ 
tation  of  the  client’s 
owners  and  directors. 


0/2)3)  Requirements  of  the 
client. 


(!4)4)  Proposed  limitations  on 
the  scope  of  the  exam¬ 
ination. 


0/$)5)  Accounting  principles 
used  by  the  client. 


04)6)  Communication  with  an 
incumbent  auditor. 


Time:  3  Hours 

Explanation 

(1)  To  determine  whether  he  meets  the  independence 
requirements. 


04)  (a)  Because  the  audit  is  based  on  management’s 
good  faith  (audit  risk). 

(b)  To  protect  the  reputation  of  his  own  firm 
(business  risk). 

04)  (a)  To  outline  the  services  the  client  requires. 

(b)  To  determine  his  capacity  to  serve  the  client 
properly. 

(c)  To  avoid  possible  future  misunderstandings 
(engagement  letter). 

(14)  (a)  If  the  audit  is  required  by  statute,  the  auditor 
cannot  accept  the  engagement. 

(b)  If  the  audit  is  not  required  by  statute,  the 
auditor  should  assess  the  limitations  and  see 
whether  it  is  possible  to  apply  other  proced¬ 
ures.  If  it  is  possible,  the  auditor  can  accept 
the  engagement  and  specify  that  he  will  qual¬ 
ify  his  opinion.  If  not,  he  should  decline  the 
appointment. 

(14)To  determine  whether  there  are  differences  of 
opinion  and  assess  their  implications  on  the 
auditor’s  report,  and  thereby  avoid  misunder¬ 
standings. 

04)  Because  the  auditor  should  know  the  circum¬ 
stances  which  lead  the  client  to  change  auditors  in 
order  to  determine  whether  there  are  circumstan¬ 
ces  preventing  him  from  accepting  the  engage¬ 
ment. 


Sources:  Lesson  Notes  1  and  2;  Principles  of  Auditing,  pp.  173-179;  CICA  Handbook, 
Sections,  5000,  5100,  5140,  5510;  Code  of  Ethics. 
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(5)  (b)  1)  Provides  written  proof  of  the  agreement. 


2)  Allows  the  auditor  to  maintain  a  good  relationship  with  the  client. 

3)  Decreases  the  probability  of  future  misunderstandings. 

4)  Provides  a  clear  definition  of  the  scope  of  the  engagement: 

(a)  the  nature  and  limitations  of  the  work  to  be  performed; 

(b)  the  report  that  will  be  prepared; 

(c)  the  timing,  scheduling  and  fees; 

(d)  the  services  which  can  be  provided  by  the  client  to  accelerate  the  auditor’s 
work. 


5)  Clarifies  the  mutual  responsibilities  of  the  auditor  and  client. 


NOTE:  1  mark  for  each  reason. 


13  Q.2 

(5)  (a)  This  problem  deals  with  the  going  concern  assumption.  The  auditor  must  consider 

whether  the  financial  statement  information  explicitly  draws  the  reader’s  attention  to 
the  possibility  that  the  enterprise  may  be  unable  to  continue  realizing  its  assets  and 
discharging  its  liabilities  in  the  normal  course  of  business.  If  it  does,  the  auditor  will 
not  qualify  his  report  and  if  it  does  not,  he  will. 

NOTE: 2!4  marks  for  determining  when  the  opinion  is  not  qualified. 

2'/i  marks  for  determining  when  the  opinion  should  be  qualified. 

(1)  (b)  Jack’s  problem  is  that  he  cannot  issue  an  unqualified  opinion  because  the  allowance 

for  doubtful  accounts  was  not  properly  valued;  and,  he  cannot  reveal  Trouble’s 
precarious  condition  to  Prosperous  because  of  professional  confidentiality.  To  solve 
his  problem.  Jack  will  have  to  consider  various  alternatives: 

(1)  —  he  could  ask  Trouble  Ltd.  to  reveal  its  condition  to  Prosperous  Ltd.; 

(2)  —  he  could,  through  his  questions  to  Prosperous  Ltd.’s  officers,  raise  doubt  as  to  the 

valuation  of  the  allowance  for  doubtful  accounts; 

(2)  —  he  could  delay  the  completion  of  Prosperous  Ltd.’s  financial  statements  if  he 

knows  that  Trouble  Ltd.’s  bankruptcy  will  be  publicly  announced  in  the  next  few 
days; 

(1)  —  all  else  failing,  Jack  should  resign  his  audit  appointment  with  Prosperous  Ltd. 

because  of  a  conflict  of  interests.  A  thorough  analysis  by  the  new  auditor  should 
expose  Trouble’s  precarious  condition  and  result  in  a  fair  valuation  of  the 
allowance  for  doubtful  accounts. 

(1)  The  courses  of  action  mentioned  above  imply  a  high  materiality.  If  materiality  is  low, 
the  auditor  can  issue  an  unqualified  opinion. 

Sources:  CICA  Handbook,  Section  5510; 

Auditing  517  Lesson  Notes,  Lessons  1  and  10. 
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Q.3  (a)  —  The  auditor  should  ascertain  that  the  financial  information  included  in  a 

prospectus  conforms  to  the  requirements  of  the  applicable  Corporations  and 
(A)  Securities  Acts. 

(i 4)  —  The  auditor  should  ascertain  that  the  standards  of  disclosure  in  the  financial 

statements  conform  with  recommendations  contained  in  the  Handbook. 


( 1 )  —  The  auditor  should  review  the  entire  prospectus  in  its  final  form  to  satisfy  himself 

that  the  contents,  insofar  as  they  relate  to  matters  on  which  he  might  reasonably 
be  expected  to  have  knowledge  as  a  result  of  his  examination,  are  presented  fairly. 


(b)  Accounting  Information 


Financial  statements 

(1)  —  Balance  sheet  (120  days  prior  to  the  date  of  the  prospectus) 

(1)  —  Statement  of  earnings  (5  years) 

(A)  —  Statement  of  retained  earnings  and  contributed  surplus 

(A)  —  Statement  of  changes  in  financial  position 

Pro  forma  statements 

(1)  —  Pro  forma  balance  sheet  reflecting  proposed  transactions 

(1)  —  Pro  forma  combined  statement  of  earnings 

Non-accounting  information 

(1)  — -  Company’s  business 

General,  personnel,  operations,  organization,  work-in-progress 
(1)  —  Funding 

Securities  issued,  securities  authorized,  long-term  debt,  estimated  net 
proceeds 

(1)  —  Specialists 

Underwriters,  legal  advisors,  auditors 

(A)  (c)  —  Prepare  a  balance  sheet  as  at  a  date  amenable  with  the  Act  and  a  statement  of 

earnings  for  at  least  three  years. 

—  Review  statements  of  profit  and  loss  for  all  years  to  be  presented  to  eliminate 
extraneous  items  and  to  determine  the  comparability  of  all  statements  from  year 
to  year. 

—  Determine  the  following  items,  which  must  be  disclosed  in  the  comparative 
statement  of  earnings  to  be  included  in  the  prospectus: 

i)  Material  adjustments  through  retained  earnings  —  to  be  incorporated  in 
statement  of  earnings  in  the  year  affected. 

ii)  Profit  before  depreciation,  interest  on  bonds  and  taxes  on  income. 

iii)  Provision  for  depreciation. 

iv)  Interest  charges  on  senior  bond  or  debenture  issues  which  are  not  being 
retired. 

v)  Interest  charges  on  other  bonds  or  debentures. 

vi)  Provision  for  income  taxes. 

vii)  Net  profit  for  the  year. 

viii)  Material  non-recurring  profits  and  losses  —  to  be  segregated. 


(Vi) 


(A) 

(A) 

(A) 

(A) 

(A) 

(A) 
(A) 
{A) 
( A ) 


Continued  .  .  . 
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i'A)  —  If  he  has  not  personally  audited  the  earlier  years ’statements  to  be  included  in  the 
prospectus,  he  should  communicate  with  the  auditors  who  did  the  work  and 
advise  them  that  he  will  rely  upon  their  opinions  and  incorporate  the  figures 
reported  in  the  preparation  of  his  report  on  the  statements  of  earnings. 


(!4)  —  Review  the  records  of  each  company  subsequent  to  the  balance  sheet  date  to 

ensure  that  nothing  has  occurred  to  cause  the  balance  sheet  figures  to  be  mislead¬ 
ing  at  a  later  date. 

('/$)  —  Review  the  entire  circular  to  ascertain  that,  in  his  opinion,  the  contents,  so  far  as 

they  relate  to  matters  with  which  he  is  familiar  as  a  result  of  his  examination,  are 
not  misleading.  If  management  will  not  agree  to  this,  he  should  not  permit  the  use 
of  his  opinion  in  the  circular. 

('A)  —  Secure  assurance  from  management  that  the  report  expressing  an  opinion  on  the 

statements  presented  will  be  included  in  the  prospectus;  not  merely  a  reference  to 
the  fact  that  the  statements  have  been  prepared  or  examined  by  the  public 
accountant. 


VA)  —  Examine  arrangements  between  the  company  and  the  investment  dealer  to  see 
that  firm  commitments  have  been  made  by  responsible  parties  with  respect  to  the 
proposed  issue. 

(1)  —  Examine  the  charter,  by-laws,  etc.,  to  ensure  that  the  proposed  actions  are 

properly  authorized. 


(1)  —  Ensure  that  any  pro  forma  statements  included  in  the  prospectus  are  clearly 

labeled  as  such  and  that  complete  disclosure  has  been  made  of  the  underlying 
assumptions  on  which  the  statements  are  predicated.  No  opinion  should  be 
expressed  unless  there  are  firm  commitments  from  responsible  parties  and 
reasonable  assurance  that  the  company’s  position  will  in  fact  resemble  that  shown 
by  the  statements. 

10  Q.4  An  audit  program  including  the  following  items  should  bring  to  light  the  various  types  of 

loss  contingencies  and  commitments: 


Review  bank  confirmations  for  liabilities  disclosed  thereon,  e  g.,  endorsement  or 
guarantee  of  notes  and  drafts  discounted,  open  letters  of  credit,  accommodation 
endorsements. 


Request  the  client’s  regular  attorney  (and  others,  such  as  patent  attorneys,  with 
whom  the  client  has  done  business  in  recent  months)  to  furnish  information  on 
possible  liabilities  arising  from  pending  or  anticipated  legal  actions,  unasserted 
claims,  and  other  contingencies. 

Review  minutes  of  board  of  directors’  meetings  for  the  current  and  prior  years  and  for 
the  period  up  to  the  date  of  the  audit  report. 

Search  for: 

1)  Authorization  to  purchase  of  property  and  equipment,  which  may  result  in  firm 
commitments  at  the  audit  date,  distinguishing  between  those  that  are  unusual  as 
contrasted  to  the  usual  commitments. 

2)  Reference  to  pending  lawsuits. 

3)  Discussion  of  pension  plans  and  related  past  service  liability. 

4)  Long-term  operating  leases. 

5)  Indication  of  guarantees  given  in  connection  with  contracts  with  distributors. 

Continued  .  .  . 
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Discuss  with  the  purchasing  agent  long-term  purchase  commitments  and  investigate 
their  prices  in  relation  to  current  market  prices. 

Review  terms  of  operating  leases  for  office  or  factory  space  for  minimum  rentals,  any 
contingent  rental  arrangements  and  whether  or  not  cancelable. 

Discuss  with  the  sales  manager  any  firm  sales  contracts  which  may  result  in  losses,  as 
well  as  the  terms  of  sale  to  determine  what  product  warranties  are  in  effect.  Determine 
what,  if  any,  protection  against  price  declines  is  guaranteed  by  the  client  to  its 
customers.  Review  computations  of  possible  liability. 

Unless  the  purchasing  agent  has  jurisdiction  over  the  issuing  of  contracts  for  property 
and  equipment  purchases,  discuss  these  with  the  chief  engineer  or  other  official. 
Prepare  listing,  indicating  firm  commitments  and  those  contracts  which  can  be 
canceled  with  little  or  no  loss  to  the  client. 

Query  a  senior  official  as  to  the  existence  of  stock  repurchase  plans,  informal  pension 
plans,  deferred  executive  compensation  arrangements. 

In  unusual  circumstances  when  requesting  customer  confirmation  of  accounts 
receivable,  request  information  as  to  any  guarantees,  etc.,  made  by  the  client  on 
financial  transactions  of  the  customer. 

Obtain  a  letter  from  client  officials  in  which  appear  representations  that  they  have  no 
knowledge  of  any  loss  contingencies  or  commitments  which  are  not  disclosed  in  the 
financial  statements. 

Summarize  the  estimated  amounts  involved  in  the  various  types  of  contingencies  and 
commitments  and  state  conclusions  as  to  necessity  for  disclosure  in  the  financial 
statements. 

NOTE:  1  mark  for  each  item  to  a  maximum  of  10. 

15  Q.5  (a)  For  non-audit  engagements,  the  public  accountant  should  reach  an  understanding 

(5)  and  agreement  with  the  client  as  to: 

1)  the  services  to  be  provided  by  the  public  accountant; 

2)  the  fact  that  the  client  will  supply  the  information  necessary  to  permit  the  public 
accountant  to  carry  out  such  services; 

3)  the  fact  that  the  client  will  be  responsible  for  the  accuracy  and  completeness  of 
such  information; 

4)  the  fact  that  such  services  are  not  intended  to,  and  accordingly  will  not,  result  in 
the  expression  of  an  opinion  on  the  financial  statements  or  the  fulfillment  of  any 
statutory  audit  requirements; 

5)  the  restrictions,  if  any,  regarding  communication  to  third  parties  concerning  the 
public  accountant’s  involvement  with  the  financial  statements;  and 

6)  the  anticipated  form  and  content  of  the  written  communication  to  be  attached  to 
the  financial  statements. 

NOTE:  1  mark  for  each  itemto  a  maximum  of  5. 
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(5)  (b)  The  public  accountant  should  meet  the  following  professional  standards: 

1)  Ensure  that  the  services  are  performed,  and  any  accompanying  communication  is 
prepared,  by  a  person  or  persons  having  adequate  technical  training  and 
proficiency  in  accounting,  with  due  care. 

2)  Ensure  that  the  work  is  adequately  planned  and  properly  executed  and  that,  if 
assistants  are  employed,  they  are  properly  supervised. 

3)  Possess  or  acquire  the  amount  of  knowledge  of  the  business  carried  on  by  the 
enterprise  that  a  public  accountant  should  reasonably  be  expected  to  have  so  that 
he  can  make  intelligent  enquiry  and  assessment  of  information  obtained. 

4)  Perform  a  review,  consisting  primarily  of  enquiry,  comparison  and  discussion, 
with  the  limited  objective  of  considering  whether  the  information  provided  to 
him  relative  to  the  financial  statements  and  the  statements  themselves  are 
plausible  in  the  circumstances. 

Such  a  review  does  not  require: 

i)  a  study  or  evaluation  of  internal  controls;  or 

ii)  an  examination  of  evidence  as  to  representations  made  or  information 
supplied  to  him,  except  where  such  representations  or  information  are  not 
plausible 

5)  Determine,  so  far  as  he  knows  and  based  on  information  provided  to  him  and  the 
review  carried  out  by  him,  whether  the  financial  statements  appear  to  be  in 
accordance  with  GAAP  (or  in  special  circumstances  the  appropriate  disclosed 
basis  of  accounting)  consistently  applied. 

(5)  (c)  1)  The  communication  should  be  phrased  to  avoid  possible  confusion  with  an 

auditor’s  report  and  accordingly: 

i)  should  not  refer  to  the  public  accountant  as  an  auditor; 

ii)  should  not  use  the  word  “report”. 

Thus,  the  communication  should  not  be  called  “Auditor’s  Report”.  It  is  usually 
referred  to  as  “Accountant’s  Comments”. 

2)  The  public  accountant  should  not  mislead  the  reader  by  mentioning  that  he  has 
examined  the  financial  statements.  Mr.  Simon  should  indicate  that  he  made  a 
review  of  the  financial  statements. 

3)  The  communication  should  identify  the  financial  statements  and  state  who 
prepared  them.  Mr.  Simon  did  that  correctly. 

4)  Mr.  Simon  should  have  stated  that  a  review  was  performed  and  briefly  described 
its  nature. 

5)  The  public  accountant  is  not  allowed  to  give  a  negative  assurance.  Mr.  Simon 
should  have  mentioned  that  an  audit  had  not  been  performed  and  disclaimed  an 
opinion. 

NOTE:  1  mark  for  each  item  to  a  maximum  of  5. 
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Q.6 

(3)  (a)  The  timing  of  the  special  engagement  must  be  considered. 


If  the  special  engagement  is  to  be  completed  before  the  audit,  the  auditor  might  not  be 
considered  independent  when  he  performs  his  audit,  especially  if  he  has  been  closely 
involved  with  the  implementation  of  the  system.  Even  if  he  assigns  the  job  to  a 
colleague  in  order  to  increase  his  independence,  there  still  could  be  doubt.  In  such 
circumstances,  it  might  be  appropriate  to  refuse  to  perform  the  special  engagement. 

If  the  special  engagement  is  to  be  performed  after  the  audit,  there  is  no  problem  with 
independence. 


Accepting  this  engagement  would  require  the  auditor  to  be  more  careful  during  his 
audit.  An  auditor  normally  makes  recommendations  after  his  audit. 


(1)  (b)  — •  Prices  are  established  by  the  equipment  supervisor,  the  controller  and  the 

president. 


(1)  —  Any  price  change  exceeding  a  certain  limit  is  approved  by  the  president  or  jointly 

by  the  president,  the  controller  and  the  equipment  supervisor. 

(1)  —  Credit  is  approved,  up  to  a  certain  limit,  by  the  controller;  any  amount  exceeding 

that  limit  must  be  approved  by  the  president. 


(1)  —  For  each  job,  the  secretary  must  prepare  a  contract  in  four  copies,  one  for  each  of  ; 

the  customer,  controller,  accounting  clerk  and  equipment  supervisor;  and,  the 
contract  is  signed  by  both  the  controller  and  the  customer. 


(1)  —  i)  At  the  beginning  of  each  week  or  contract,  the  equipment  supervisor 

prepares  and  signs  a  four-part  work  order  which  indicates  the  equipment 
item  number,  the  employee’s  name  and  the  distance  to  the  work  site. 

ii)  Copy  2  of  the  work  order  is  sent  to  the  accounting  clerk  and  copy  4  is  kept  by 
the  equipment  supervisor. 


iii)  Copies  1  and  3  are  used  as  the  work  order  for  the  machine  operator  until 
completion  of  the  contract  (or  week)  when  the  amount  of  time  spent  on  that 
job  is  recorded  on  those  copies  by  the  customer. 


iv)  The  customer  signs  and  returns  the  third  copy  of  the  operator’s  completed 
work  order  and  retains  the  first. 


v)  The  third  copy  of  the  work  order  is  then  given  to  the  equipment  supervisor 
who  approves  it  and  passes  it  to  the  accounting  clerk. 

vi)  The  clerk  matches  the  second  and  third  copies. 

(1)  —  The  accounting  clerk  prepares  a  two-part  invoice. 


(1)  —  The  invoice  is  given  to  the  controller’s  secretary,  who  verifies  it  to  the  contract 

and  copy  3  of  the  work  order. 


(1)  —  The  secretary  mails  the  first  copy  of  the  invoice  to  the  customer  and  returns  the 

second  copy  of  the  invoice  to  the  accounting  clerk  with  the  supporting  work 
order. 
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—  The  accounting  clerk  records  all  the  information  in  the  journal  and  sub-ledger. 
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—  The  accounting  clerk  cancels  the  documents  or  initials  them  as  recorded. 

—  Periodically: 

i)  The  accounting  clerk  prepares  the  statements  of  account  which  are  verified 
and  mailed  to  the  customers  by  the  secretary. 

ii)  The  accounting  clerk  prepares  a  chronological  accounts  receivable  trial 
balance  which  is  verified  and  approved  by  the  controller. 

iii)  The  president  reviews  and  approves  the  trial  balance. 

—  All  documents  are  prenumbered  and  their  chronological  sequence  verified. 
NOTE:  Maximum  of  12  marks. 

(c)  i)  This  is  a  clear  indication  of  lapping.  The  auditor  should: 

—  ascertain  that  the  statement  on  the  confirmation  is  true; 

—  question  the  effectiveness  of  internal  control; 

—  ensure  that  no  other  cases  appear  on  the  confirmations; 

—  determine  whether  more  accounts  should  be  confirmed; 

—  determine  whether  there  is  a  need  for  further  testing  of  the  recording  of 
receipts; 

—  determine  whether  to  redo  the  confirmations  for  the  year-end  audit, 
ii)  This  is  a  problem  with  cut-off.  The  auditor  should: 

—  ascertain  that  the  statement  on  the  confirmation  is  true; 

—  question  the  effectiveness  of  internal  control; 

—  ensure  that  no  other  cases  appear  on  the  confirmations; 

—  consider  extending  the  testing  of  accounts  receivable  cut-offs  at  this  time; 

—  consider  extending  the  testing  of  accounts  receivable  cut-offs  for  the  year-end 
audit. 

NOTE:  Maximum  of  3  marks. 

(d)  The  auditor  should: 

—  examine  the  validity  of  internal  control  for  the  November  30,  1983  to  January  31, 
1984  period: 

—  examine  accounting  entries  for  the  November  30,  1983  to  January  31,  1984 
period  and  investigate  abnormal  items; 

—  determine  whether  the  confirmation  should  be  done  again,  considering  that' 

—  accounts  receivable  have  grown  in  importance  in  comparison  with  the  assets; 

—  the  accounts  structure  has  changed  ( 1  account  now  represents  close  to  60%  of 
the  assets); 

—  if  all  accounts  are  not  confirmed  again,  confirm  Martin  Ltd.’s  account; 

—  consider  the  two  problems  mentioned  in  (c); 

—  ascertain  the  validity  of  the  trial  balance  at  January  31; 
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—  carefully  analyse  Mr.  Leroy’s  account; 

—  compare  each  client’s  balance  due  at  November  30  and  January  31; 

—  analyse  the  gross  profit. 

NOTE:  Maximum  of  4  marks. 

Q.7  Errors  made  in  the  auditor’s  technique  include: 

(2)  Selecting  from  the  corner  of  the  storeroom  where  most  of  the  high  value  items  are  kept 
does  not  give  every  item  an  equal  chance  of  selection. 

(2)  Since  the  sample  selection  was  not  random,  projection  to  the  population  is  not 
warranted. 

(2)  There  is  no  indication  that  the  sample  was  stratified  to  reduce  variability. 

(2)  Attribute  sampling  is  inappropriate  when  inventory  values  are  so  variable. 

(2)  Variables  sampling  should  have  been  used  to  determine  values. 

(2)  The  cause  of  the  errors  was  not  determined  or  stated. 

(2)  Since  the  sample  error  rate  of  20%  greatly  exceeds  the  estimated  5%,  the  precision  should 
have  been  re-evaluated. 

NOTE:  Maximum  of  8  marks. 

Source:  Lesson  Notes  3. 

END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
June,  1984 


Time:  3  Hours 

Q.l  It  is  not  necessary  or  possible  for  the  auditor  to  in¬ 
clude  in  the  working  papers  every  observation,  con¬ 
sideration  or  conclusion  made  in  the  course  of  the 
audit  work.  The  auditor  must  nevertheless  document 
items  which,  according  to  his  professional  judgment, 
constitute  important  evidence  that  substantiates  the 
audit  report,  including  the  statement  regarding  com¬ 
pliance  with  generally  accepted  auditing  standards. 

REQUIRED: 

(2)  (a)  What  are  the  purposes  of  audit  working  papers?  Ex¬ 

plain  your  viewpoint. 

(13)  (b)  What  is  the  relationship  between  the  preparation 

of  working  papers  and  each  one  of  the  generally 
accepted  auditing  standards  for  field  work? 

15  Q.2  The  auditor's  standard  report  is  used  when  the  auditor 

has  been  engaged  to  express  an  opinion  on  financial 
statements  prepared  in  accordance  with  generally  acce¬ 
pted  accounting  principles.  The  term  standard  report 
is  used  to  describe  the  wording  of  the  auditor's  re¬ 
port  for  audit  engagements  where  the  auditor  is  able 
to  report  without  reservation  or  additional 
information.  The  suggested  standard  report  format 
outlined  in  the  Handbook  is  as  follows: 

Auditor's  Report 

To  the  Shareholders  of  _ 

I  have  examined  the  balance  of _ as  at 

,  19  and  the  statements  of  income,  re¬ 
tained  earnings  and  changes  in  financial  position  for 
the  year  then  ended.  My  examination  was  made  in 
accordance  with  generally  accepted  auditing  standards, 
and  accordingly  included  such  tests  and  other  proce¬ 
dures  as  I  considered  necessary  in  the  circumstances. 

In  my  opinion,  these  financial  statements  present 
fairly  the  financial  position  of  the  company  as  at 
,  19  and  the  results  of  its  opera¬ 

tions  and  the  changes-  in  its  financial  position  for 
the  year  then  ended  in  accordance  with  generally 
accepted  accounting  principles  applied  on  a  basis 
consistent  with  that  of  the  preceding  year. 

City:  _ _ 

Date:  (Signed)  _ 

Certified  General  Accountant 
Continued. . . 
Page  1  of  7 
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The  message  that  the  auditor  conveys  to  users  of 
financial  statements  with  this  standard  report  is 
often  misunderstood  or  misinterpreted.  To  alleviate 
this  problem,  it  has  been  suggested  that  more  informa¬ 
tion  on  the  meaning  of  the  standard  report  be  given  to 
the  users. 

REQUIRED: 

(5)  (a)  Explain  why  all  auditors  use  this  exact  wording, 

rather  than  another  wording,  when  they  express  an 
unqualified  opinion. 

(10)  (b)  Explain  the  message  that  the  auditor  conveys  to 

users  of  financial  statements  with  the  standard 
report . 

NOTE:  What  is  required  is  not  a  description  but  an 
explanation  of  the  message. 

10  Q.3  Mr.  Sinclair  is  the  controller  of  a  jewelery  store 

chain  that  owns  a  dozen  shops  across  Canada.  You,  a 
CGA ,  are  to  audit  this  company  whose  first  year  has 
just  ended. 

In  a  conversation  with  Mr.  Sinclair,  he  says: 

"I  have  just  hired  Mr.  Leggett,  who  is  a  specialist  in 
jewel  valuation  and  a  member  of  a  well-established 
professional  organization.  I  know  Mr.  Leggett  well  and 
can  vouch  for  his  competence.  Thus,  you  won't  have  to 
verify  his  reputation. 

Mr.  Leggett  will  send  me  his  report,  stating  the  total 
value  of  the  jewels.  This  will  save  you  a  lot  of  time; 
all  you  will  have  to  do  is  record  this  amount  in  the 
financial  statements. 

Mr.  Leggett  suggests  that  you  mention  his  name  in  your 
audit  report." 

REQUIRED: 

When  performing  an  audit  of  financial  statements  in 
compliance  with  generally  accepted  auditing  standards, 
an  auditor  who  uses  the  work  of  a  specialist  as  audit 
evidence  must  observe  certain  standards  and/or  rules. 
Considering  these  standards  and  rules,  how  would  you 
answer  Mr.  Sinclair? 
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Q.4  J.R.  Kramer,  CGA ,  is  in  charge  of  the  examination  of 
the  financial  statements  of  Paper  Inc.  for  the  year 
ended  November  30,  1983.  Mr.  Kramer  became  aware  of 

the  following  events  which  occurred  after  November  30, 
1983,  but  before  he  issued  his  report  dated  January 
31,  1984,  that  may  affect  the  company's  financial 

statements . 

(6)  (a)  On  January  1,  1984,  a  major  fire  destroyed  a  com¬ 

pany  warehouse  and  significant  inventory  losses 
were  incurred. 

(3)  (b)  On  January  15,  1984,  there  was  a  wildcat  strike  at 

one  of  the  divisions.  The  strike  is  expected  to 
continue  for  an  indefinite  period. 

(6)  (c)  A  large  cheque  from  a  client,  that  had  been 

received  and  recorded  in  the  books  on  November  29, 
1983,  was  returned  by  the  bank  as  N.S.F. 


REQUIRED: 


i)  Indicate  the  effect  of  these  events  on  the  year- 
end  financial  statements. 


ii)  Indicate  whether  these  events  should  be  dis¬ 
closed. 

iii)  If  they  are  to  be  disclosed,  what  form  will  the 
disclosure  take? 

Q.5  When  an  auditor  is  engaged  to  report  the  results  of 
applying  specified  auditing  procedures  to  financial 
information  other  than  financial  statements,  he  must 
comply  with  very  specific  professional  rules. 

The  following  report  concerning  the  application  of 
specified  auditing  procedures  to  gross  sales,  should 
comply  with  these  standards. 

Accountant's  Report 
In  Connection  With  Gross  Sales 


To  Landlord  Limited 

As  requested  by  Client  Chain  Stores  Limited,  I  report 
that  the  gross  sales  of  the  company's  store  at  19  Main 
Street,  Hamilton,  Ontario,  for  the  year  ended  December 
31,  1983,  are  recorded  in  the  amount  of  $1  million  in 
the  general  ledger  sales  account  of  the  company  and 
form  part  of  the  company's  gross  sales  in  its  finan¬ 
cial  statements  for  the  year  then  ended,  on  which  I 
reported  on  February  10,  1984. 
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In  the  course  of  my  examination,  nothing  came  to  my 
attention  that  would  indicate  that  the  gross  sales 
figure  is  not  correct. 

REQUIRED: 

Assuming  that  the  financial  statements  for  the  same 
period  have  been  audited,  comment  on  this  report, 
using  as  criteria  the  professional  standards  that  must 
be  complied  with  in  such  situations. 

15  Q.6  Using  as  criteria  the  rules  that  members  are  expected 

to  observe  in  discharging  their  professional  duties, 
as  stated  in  the  Code  of  Ethics  and  Rules  of  Profes¬ 
sional  Conduct  of  CGA-Canada,  answer  true  or  false  to 
the  following  statements. 

Answer  only  true  OR  false.  No  account  will  be  taken  of 
any  explanation  you  offer.  Wrong  answers  will  be 
graded  as  zero  and  no  further  marks  will  be  deducted. 

1)  A  member  must  not  criticize  another  member  without 
first  submitting  his  criticism  to  that  colleague 
for  explanation.  The  member  thereafter  must  inform 
that  colleague  as  to  the  action  he  has  taken 
regarding  the  criticism. 

2)  A  member  may  offer  his  professional  services  for  a 
fee  which  is  contingent  on  the  results  of  such 
services. 

3)  A  member  must  encourage  and  assist  students  in 
their  professional  development  and  in  obtaining 
the  experience  and  proficiency  required  for  cer- 
t if icat ion . 

4)  A  member,  must  preserve  the .  secrecy  of  confidential 
information  and  must  not,  with  certain  exceptions, 
divulge  confidential  information  that  becomes 
known  to  him  in  the  practice  of  his  profession. 

5)  As  a  general  rule,  a  member  cannot  advise  object¬ 
ively  several  clients  who  are  party  to  the  same 
transaction.  Even  in  instances  when  the  member 
feels  he  can  do  this,  he  must  refuse  the  engage¬ 
ment. 

6)  A  member  must  specify  to  his  client,  orally  or  in 
writing,  the  nature  and  scope  of  the  services  that 
he  will  perform  as  a  result  of  his  engagement. 
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7)  A  member  must  resign  as  auditor  within  ninety  days 
after  he  becomes  aware  that  his  appointment  as 
auditor  contravenes  the  rule  of  independence. 

8)  A  member  must  respect  the  right  of  any  client  who 
has  paid  his  fees,  to  have  access  to  the  documents 
in  any  record  made  by  a  member  concerning  his 
client,  and  to  obtain  copies  of  those  documents. 

9)  A  member  must  not  express  an  opinion  on  a  finan¬ 
cial  report  unless  he  has  performed  an  audit. 

10)  A  member  must  not  sign  or  associate  himself  with 
any  financial  report  which  he  knows,  or  should 
know,  is  false  or  misleading,  even  if  he  is  cover¬ 
ed  by  a  disclaimer  of  responsibility. 

11)  A  member  may,  before  accepting  an  appointment  in 
which  he  replaces  another  public  accountant  or  ac¬ 
counting  firm,  determine  from  such  other  person  or 
firm  if  there  is  any  reason  why  such  appointment 
should  not  be  accepted. 

12)  A  member  practicing  public  accounting  must  not 
directly  or  indirectly  share  a  fee  with  one  or 
more  persons  who  are  not  members  of  the  accounting 
profession  and  must  not,  when  acting  on  behalf  of 
a  client,  receive  for  his  own  use  any  benefit  from 
a  third  party  without  his  client's  consent. 

13)  Accountant's  comments  are  remarks  relating  to  un¬ 
audited  financial  statements  that  clearly  substan¬ 
tiate  the  credibility  of  the  statements. 

14)  A  member  is  permitted  to  advertise  the  services 
offered  by  his  firm  and  the  fees  charged  for  such 
services,  including  hourly  and  fixed  fees. 

15)  A  member  must  not  in  his  advertising,  professional 
cards  or  stationery,  add  to  his  occupation  of  Cer¬ 
tified  General  Accountant  any  functional  capacity 
or  specialization,  without  exception. 
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Q.7  You  have  been  asked  by  the  board  of  trustees  of  a 
local  church  to  review  its  accounting  procedures.  As  a 
part  of  this  review,  you  have  prepared  the  following 
comments  relating  to  the  collections  made  at  weekly 
services  and  recordkeeping  for  members'  pledges  and 
contributions: 

The  church's  board  of  trustees  has  delegated  responsi¬ 
bility  for  financial  management  and  internal  audit  of 
the  financial  records  to  the  finance  committee.  This 
group  prepares  the  annual  forecast  and  approves  major 
disbursements,  but  is  not  involved  in  collections  or 
recordkeeping.  No  internal  or  independent  audit  has 
been  considered  necessary  in  recent  years  because  the 
same  trusted  employee  has  kept  church  records  and 
served  as  financial  secretary  for  15  years. 

The  collection  at  the  weekly  service  is  taken  by  a 
team  of  ushers.  The  head  usher  counts  the  collection 
in  the  church  office  following  each  service.  He  then 
places  the  collection  and  a  notation  of  the  amount 
counted  in  the  church  safe.  The  next  morning,  the 
financial  secretary  opens  the  safe  and  recounts  the 
collection.  He  withholds  about  $100  to  meet  cash  ex¬ 
penditures  during  the  coming  week  and  deposits  the 
remainder  of  the  collection  intact.  In  order  to  facil¬ 
itate  the  deposit,  members  who  contribute  by  cheque 
are  asked  to  draw  their  cheques  to  "cash". 

At  their  request,  a  few  members  are  furnished  prenum¬ 
bered  predated  envelopes  in  which  to  insert  their 
weekly  contributions.  These  contributions  are  collect¬ 
ed  at  the  weekly  service.  The  head  usher  removes  the 
cash  from  the  envelopes  to  be  counted  with  the  loose 
cash  included  in  the  collection  and  discards  the  en¬ 
velopes.  No  record  is  maintained  of  issuance  or  return 
of  the  envelopes,  and  the  envelope  system  is  not  en¬ 
couraged. 

Each  member  is  asked  to  prepare  a  contribution  pledge 
card  annually.  The  pledge  is  regarded  as  a  moral  com¬ 
mitment  by  the  member  to  contribute  a  stated  weekly 
amount.  Based  upon  the  amounts  shown  on  the  pledge 
cards,  the  financial  secretary  furnishes  a  letter, 
upon  request,  to  members  to  support  the  tax  deducti¬ 
bility  of  their  contributions. 
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REQUIRED: 


Identify  the  weaknesses  in  internal  control  regarding 
the  weekly  collections  (including  the  envelope  contri¬ 
butions),  and  recordkeeping  of  members'  pledges  and 
contributions;  and  state  your  recommended  improve¬ 
ments.  Format  your  answer,  in  your  examination  book¬ 
let  as  follows: 

Weakness  Recommended  Improvement 


NOTE:  In  the  above  context,  a  pledge  is  a  promise  to 
make  contributions  to  a  non-profit  organization. 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


Specific 

1  Too  many  students  only  named  the  auditing  standards  without  establishing 
the  relationship  between  the  standards  and  working  papers.  Several 
students  did  not  name  the  auditing  standards  at  all. 

The  question  dealt  with  the  relationship  of  the  auditing  standards 
for  field  work;  many  students  dealt  with  general  standards  and  the 
auditor's  report  instead  of  limiting  themselves  to  the  auditing  standards 
for  field  work. 

Students  tended  to  dwell  too  much  on  part  (a)  worth  only  2  marks. 
Time  was  wasted  recopying  answers  indicating  lack  of  exam  technique. 

Q»2  Very  well  answered  generally  speaking.  Many  obtained  full  marks. 

The  students  who  performed  poorly  answered  this  question  in  too  general 
a  manner.  They  would  raise  the  issues  without  mentioning  the  paragraphs 
such  as:  "in  my  opinion",  "I  have  examined".  The  answer  required 
more  detailed  explanations. 

y.3  Many  students  lost  time  by  writing  their  answers  in  the  form  of  a 
letter  or  report  and  many  organized  their  answers  around  auditing 
procedures  and  auditing  standards.  Answers  were  repetitive. 

Q. 4  Many  students  answered  to  the  events  in  (a),  (b)  and  (c)  taken  together 
without  regard  for  the  precise  questions  in  parts  (i),  (ii)  and  (iii), 
thus  the  answers  were  not  complete. 

Furthermore,  there  was  a  lot  of  confusion  in  (a)  and  (b):  (i)  and 

(ii).  Instead  of  short  concise  answers  students  gave  long,  repetitive 
answers  which  did  not  gain  additional  marks. 

Q.5  The  question  stated  clearly  that  it  dealt  with  a  specialized  report 
dealing  with  financial  information  other  than  financial  statements. 
However,  students  were  required  to  refer  to  professional  standards 
(CICA  Handbook)  to  be  observed  in  these  situations  and  students  confused 
this  with: 

1)  GAAS  (Section  5100),  and 

2)  The  professional  standards  to  be  complied  to  in  the  case  of  an 
auditor's  report  (because  of  the  phrase  "in  the  course  of  my  exami- 
ation").  In  this  latter  case  students  decided  that  the  rest  of 
the  report  was  erroneous  rather  than  saying  only  that  sentence 
was  erroneous. 
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Errors  in  the  answers:  lost  time  listing  applicable  professional 
standards  which  was  not  required;  listed  procedures  which  should 
have  been  applied  by  the  auditor  to  issue  his  comment,  instead 
of  commenting  on  the  report;  confused  disclosure  requirements 
for  special  reports  with  the  requirements  of  review  engagements 
(Section  8100)  and  the  auditors  report;  listed  what  the  content 
of  the  report  should  have  been  by  listing  the  auditors  report; 
very  few  obtained  the  mark  given  for  saying  the  heading  of  the 
report  is  correct.  They  said  it  should  be  read:  Auditor's  Report 
or  Accountant's  Comments;  lost  time  by  repeating  the  same  argument 
twice . 

^).6  True/False  question. 

^.7  In  spite  of  very  clear  and  precise  directions,  the  answers  were  poorly 
structured,  most  students  described  the  weaknesses  very  poorly  and 
some  did  not  use  the  required  format. 

Generally  speaking,  students  did  not  properly  apply  their  knowledge 
to  the  specifics  of  the  question.  They  put  very  little  emphasis  on 
the  improvement  that  a  more  generalized  use  of  the  envelope  system 
would  bring. 

Most  students  did  not  identify  the  important  weaknesses  at  the  structural 
level  (separation  of  duties).  They  preferred  to  concentrate  their 
answers  on  the  more  obvious  aspects  for  which  less  identification 
effort  was  required. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


AUDITING  517  EXAMINATION 

June,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

15  Q.l  (a) 

Working  papers  are  used: 

(1) 

-  to  substantiate  the  content  of  the  auditor's 
report,  including  his  statement  concerning  com¬ 
pliance  with  generally  accepted  auditing  stan¬ 
dards  . 

(1) 

-  to  help  the  auditor  in  organizing  and  carrying 
out  his  work. 

(b) 

First  standard 

(2) 

The  work  should  be  adequately  planned  and  properly 
executed.  If  assistants  are  employed,  they  should 
be  properly  supervised. 

(  1/2) 

Prior  years'  working  papers  are  used  to  plan  the 
work  of  the  current  year.  They  help  the  auditor  to 
learn  client's  procedures  and  characteristics. 

Working  papers: 

(  1/2) 

-  supply  the  evidence  that  the  work  has  been  or¬ 
ganized  and  performed  with  care. 

(  1/2) 

-  make  it  possible  to  determine  what  work  has  been 
done . 

(1/2) 

-  make  it  possible  to  review  the  work  done  by  the 
person  in  charge. 

(1/2) 

-  provide  evidence  that  there  has  been  adequate 
supervision: 

reviewer  initials  working  papers 
prepares  agenda  sheets 

(  1/2) 

-  signed  and  dated,  provide  evidence  that  the  work 
was  performed  by  a  person  with  adequate  train¬ 
ing. 
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Second  standard 


(2) 

There  should  be  an  appropriately  organized  study 
and  evaluation  of  the  internal  controls  on  which 
the  auditor  subsequently  relies  in  determining  the 
nature,  extent  and  timing  of  auditing  procedures. 

Working  papers: 

(  1/2) 

-  provide  evidence  that  the  work  has  been  done. 

(1/2) 

-  contain  documentation  concerning  internal  con¬ 
trols  that  were  studied  and  evaluated,  and  which 
impacted  the  decisions  made  with  regard  to  the 
nature,  extent  and  timing  of  substantive  pro¬ 
cedures  . 

Third  standard 

(2) 

Sufficient  appropriate  audit  evidence  should  be 
obtained  by  such  means  as  inspection,  observation, 
enquiry,  confirmation,  computation  and  analysis, 
to  afford  a  reasonable  basis  to  support  the  con¬ 
tent  of  the  report. 

Working  papers: 

(1/2) 

—  provide  support  for  the  auditor's  opinion. 

(1/2) 

-  constitute  evidence  that  sufficient  appropriate 
evidence  has  been  obtained. 

(1/2) 

-  make  it  possible  to  record  the  nature,  extent 
and  effective  date  of  audit  procedures,  as  well 
as  the  results  of  these  procedures. 

(  1/2) 

-  make  it  possible  to  collect  necessary  evidence 
and  documentation  to  support  the  auditor's 
opinion. 

(1/2) 

-  constitute  evidence  that  the  work  has  been  per¬ 
formed  in  case  of 

(1/2) 

-  litigation, 

-  professional  inspection, 

-  peer  review. 
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0.2 

(5)  (a)  The  use  of  a  standard  wording  ensures  a  certain 

uniformity  among  auditors  and  enables  readers  to 
more  easily  identify  the  standard  message  of  the 
auditor.  Therefore,  when  the  auditor  wishes  to 
convey  a  different  message  (i.e.,  other  than  the 
standard  one),  this  is  clearly  evident. 

(2)  (b)  The  auditor's  standard  report  is  presented  in  two 

paragraphs.  The  first  (scope)  paragraph  identifies 
the  financial  statements  reported  on  and  contains 
a  reference  to  the  scope  and  nature  of  the  audi¬ 
tor's  examination.  The  second  (opinion)  paragraph 
expresses  the  auditor's  opinion  resulting  from 
that  examination. 

Scope  paragraph 

"I  have  examined  the  balance  sheet  ...  for  the 
year  then  ended." 

(1)  To  avoid  any  misunderstanding,  it  is  necessary 

that  the  auditor's  report  state  which  financial 
statements  are  covered  by  the  examination.  This 
does  not  include  other  financial  statements  or 
information,  such  as  those  included  in  an  annual 
report,  unless  specifically  stated.  The  auditor's 
report  also  covers  notes  and  supporting  schedules 
to  which  the  financial  statements  are  cross- 
referenced. 

"My  examination  was  made  in  accordance  with 
generally  accepted  auditing  standards  ...." 

(1)  This  informs  the  reader  that  the  examination  was 

made  in  accordance  with  professional  standards 
(GAAS).  These  standards  relate  to  the  quality  of 
his  work  and  are  concerned  with  the  purposes  of 
the  examination. 

"...  and  accordingly  included  such  tests  and  other 
procedures  as  I  considered  necessary  in  the 
circumstances . " 

(  1)  This  indicates  that  the  auditor  made  judgments  in 

applying  tests  and  other  procedures,  in  compliance 
with  the  GAAS.  The  auditor  uses  samples  and  there¬ 
fore  does  not  examine  all  the  transactions  of  a 
given  period,  as  the  main  objective  is  to  obtain  a 
reasonable  degree  of  certainty. 
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Opinion  paragraph 
"In  my  opinion  . . . . 


(1)  The  auditor's  report  is  not  a  statement  of  fact 

but,  rather,  the  expression  of  an  opinion. 

"...  these  financial  statements  present  fairly  the 
financial  situation  ...  for  the  year  then  ended 

(1)  The  key  words  in  this  sentence  are  "present  fair¬ 

ly".  The  auditor  does  not  certify  the  correctness 
of  the  financial  statements.  Rather,  the  audit  im¬ 
parts  appropriate  credibility  to  the  financial 
statements  at  a  reasonable  cost  to  the  auditee. 

"...  in  accordance  with  generally  accepted  ac¬ 
counting  principles  ...." 

(1)  The  credibility  of  the  financial  statements  has 

been  determined  within  the  framework  of  GAAP  which 
consist  of  accounting  postulates,  principles  and 
methods.  The  auditor  determines  whether  these 
principles  have  been  applied  in  a  realistic  and 
relevant  manner.  The  auditor's  opinion  is  based  on 
the  compliance  with  the  GAAP  and  does  not  guaran¬ 
tee  the  future  viability  of  the  company,  or  bear 
witness  to  the  efficiency  of  management. 

"...  applied  on  a  basis  consistent  with  that  of 
the  preceding  year." 


(1) 

The  comparability  of  financial  statements  is  an 
important  criterion  for  decision-making  purposes 
and  the  auditor  states  that  the  comparability  of 

(1) 

the  financial  statements  between  periods  has  not 
been  materially  affected  by  changes  in  accounting 
principles  or  in  their  application. 

10 

Q.3 

Source:  CICA  Handbook,  Section  5360. 

(1) 

In  order  to  use  the  work  of  Mr.  Leggett  as  audit 
evidence,  I  must  obtain  reasonable  assurance  con- 

cerning  the  specialist's  reputation  for  compet¬ 
ence.  I  cannot  take  your  word  for  it.  I  must  con¬ 
sider  the  professional  certification  or  license  of 
Mr.  Leggett  and  obtain  assurance  that  he  is  a  mem¬ 
ber  in  good  standing  of  the  professional  body  to 
which  he  belongs. 
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(1) 


(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

(2) 

15  Q.  4 

(6) 
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I  need  to  communicate  with  Mr.  Leggett  in  order  to 
satisfy  myself  that  his  work  is  appropriate  for 
the  purposes  of  this  audit.  My  communication  with 
him  will  cover  such  matters  as  the  nature  and  pur¬ 
pose  of  the  specialist's  report,  the  assumptions 
and  methods  used  by  the  specialist  and  the  nature 
of  the  relationship  between  Mr.  Leggett  and  your¬ 
self. 

In  addition,  I  must: 

-  satisfy  myself  that,  based  on  my  knowledge  of 
the  business  and  of  the  specialist's  methods, 
assumptions  and  source  data,  his  findings  appear 
to  be  reasonable;  and, 

-  obtain  reasonable  assurance  that: 

.  accounting  data  provided  by  the  specialist  to 
the  client  is  appropriate;  and 

.  the  specialist's  findings  support  the  related 
assertions  in  the  financial  statements. 

If  I  can  express  an  opinion  without  reservation,  I 
must  not  refer,  in  my  report,  tq  the  use  of  the 
work  of  the  specialist. 


(a)  i)  This  is  a  subsequent  event  that  does  not 
relate  to  conditions  existing  at  the  finan¬ 
cial  statement  date.  Therefore,  it  is  not  ap¬ 
propriate  to  adjust  the  financial  statements. 

ii)  To  reflect  the  effect  of  this  event  would  not 
be  consistent  with  the  concept  that  a  balance 
sheet  represents  the  financial  position  of 
the  enterprise  at  November  30,  1983. 

However,  this  event  will  have  a  significant 
effect  on  the  assets  of  the  company  and  on 
its  future  operations,  and  should  therefore 
be  disclosed  to  users  of  the  financial  state¬ 
ments. 

iii)  Disclosure  will  be  made  by  way  of  a  note,  in¬ 
dicating  the  nature  of  the  event  and,  when 
practicable,  the  estimated  financial  effect. 
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(3)  (b)  i)  This  event  has  no  effect  on  the  past 

operations  of  the  company,  or  on  its  past 
financial  position. 

ii)  Disclosure  in  the  financial  statements  is  not 
necessary. 

iii)  This  information  is  not  important  for  the 
correct  interpretation  of  the  financial 
statements  (non-accounting  event). 


(6)  (c)  i)  This  is  a  subsequent  event  that  provides 

additional  information  relating  to  items 
included  in  the  financial  statements. 


ii) &  Financial  statements  should  be  adjusted,  so 

iii)  that  the  balance  sheet  presents  fairly  the 
financial  position  of  the  company  as  at 
November  30,  1983. 


0.5  Sources:  Lesson  Notes,  8  and  9. 

CICA  Handbook,  Section  5810. 


The  title  of  the  report  is  correct. 

The  financial  information  to  which  the  auditing 
procedures  were  applied  is  correctly  identified. 

The  procedures  performed  are  specified. 

The  accountant  should  have  stated  in  his  report  only 
the  factual  results  of  those  procedures  and  should  not 
have  expressed  any  form  of  negative  assurance. 

The  accountant  should  have  stated  in  his  report  that 
an  audit  has  not  been  performed  on  the  financial 
information  and  disclaimed  an  opinion  thereon. 

He  should  have  indicated  the  restrictions  on  distribu¬ 
tion  of  the  report. 


Q.6  Sources:  Lesson  Notes,  Lesson  1. 

CGA-Canada,  Code  of  Ethics. 


1) 

True 

2) 

False 

3) 

True 

4) 

True 

5) 

False 

6) 

False 

7) 

False 

8) 

True 

9) 

True 

10) 

True 

11) 

False 

12) 

True 

13) 

False 

14) 

True 

15) 

False 
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Q.7 _ Weakness 


Recommended  Improvement 


(2)  X)  The  finance  committee 
exercises  both  a  manage¬ 
ment  function  and  an 
audit  function.  These  two 
functions  are  not  com¬ 
patible:  it  is  difficult 
to  audit  oneself. 


Functions  should  be  seg¬ 
regated:  there  should  be 
two  committees;  one  deal¬ 
ing  with  financial  man¬ 
agement  and  one  dealing 
with  control. 


(2)  2)  It  is  odd  that  the 

committee  responsible  for 
managing  the  funds  is  not 
involved  in  the  collec¬ 
tion  process.  How  can 
this  committee  be  certain 
that  the  funds  managed 
are  all  the  funds  that 
were  collected? 

(2)  3)  While  the  internal 
auditing  function  has 
been  assigned  to  the 
finance  committee,  this 
function  is  not  being 
performed. 

(2)  4)  The  financial  secre¬ 
tary  deals  with  expen¬ 
ditures,  cash  receipts 
and  recordkeeping.  These 
functions  could  be  com¬ 
patible  with  a  better 
internal  control  system. 
However,  such  is  not  the 
case  in  this  situation. 

(2)  5)  The  collection  at  the 
weekly  service  is  counted 
by  only  one  person.  Since 
cash  is  a  tempting  asset 
and  since  there  is  no  way 
to  determine  the  total 
amount  collected  without 
counting,  losses  can  be 
easily  incurred. 

(2)  6)  The  collection  is  kept 
in  the  church  safe  over¬ 
night,  leaving  it  somewhat 
vulnerable  to  robbery. 


The  committee  responsible 
for  financial  management 
should  be  involved  in 
the  collection  process, 
in  order  to  confirm  the 
amount  of  cash  received. 


The  committee  that  has 
been  assigned  the  audit¬ 
ing  function  should  per¬ 
form  periodic  internal 
audits  or  engage  an  out¬ 
side  auditor. 

The  financial  secretary's 
responsibilities  should 
be  confined  to  technical 
tasks.  If  this  is  not 
possible,  controls  should 
be  established  (e.g.,  a 
third  party  should  check 
that  the  total  funds  have 
been  deposited). 

The  count  should  be  per¬ 
formed  in  the  presence 
of  two  people.  All  those 
involved  in  receiving  and 
disbursing  cash  should  be 
bonded. 


The  collection  should  be 
deposited  in  the  bank's 
night  depository  after 
the  count. 
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Weakness 


)  7)  Both  the  cash  and  the 
only  notation  of  the 
amount  counted  are  en¬ 
trusted  to  the  financial 
secretary.  He  could  easily 
take  some  of  the  cash  and 
falsify  this  single 
record. 


)  8)  Cash  is  withheld  from 
contributions  to  meet  ex¬ 
penditures.  As  there  are 
no  controls  and  since  the 
financial  secretary  is  un¬ 
der  no  obligation  to  vouch 
for  expenditures,  the  risk 
of  fraud  is  increased. 


Recommended  Improvement 

Ideally,  the  financial 
secretary  should  not  han¬ 
dle  the  cash.  If  this  is 
not  possible,  a  copy  of 
the  notation  should  be 
prepared  and  given  to  the 
audit  committee  who  would 
ensure  that  all  the  cash 
is  deposited. 

No  cash  should  be  with¬ 
held.  The  collection 
should  be  deposited  in¬ 
tact.  If  a  petty  cash  is 
considered  necessary, an 
imprest  fund  should  be 
established  and  used. 


)  9)  Because  of  the  lack  of 
control,  cheques  drawn  to 
"cash"  increase  the  risk  of 
fraud,  as  these  cheques  can 
easily  be  cashed. 


)  10) In  a  non-profit  organi¬ 
zation,  it  is  difficult  to 
ascertain  whether  all 
revenues  have  been  re¬ 
ceived.  Thus,  feedback  on 
revenues  could  be  an  advan¬ 
tage.  The  weakness  is  two¬ 
fold: 

-  the  envelope  system  is 
not  encouraged. 

-  envelopes  are  destroyed 
without  any  controls 
being  established. 


Members  should  be  asked 
to  make  cheques  payable 
to  the  board  of  trustees. 
At  the  time  of  the  count, 
someone  should  stamp  the 
board  of  trustees'  res¬ 
trictive  endorsement  (For 
Deposit  Only)  on  the  back 
of  the  cheques. 

-  The  envelope  system 
should  be  encouraged 
as  much  as  possible. 

-  The  amount  contributed 
should  be  indicated  on 
each  envelope. 

-  Envelopes  should  be 
retained  in  order  to 
issue  receipts  and  also 
to  compare  the  deposit¬ 
ed  amount  with  the 
envelope  content. 

-  Amounts  contributed 

should  be  compared  with 
amounts  pledged. 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


PUBLIC  FINANCE  AND  ADMINISTRATION  518  EXAMINATION 
March,  1984 

Marks  Time:  3  Hours 

PART  A:  Answer  TWO  of  the  following  questions. 


25  Q.l 

(15) (a)  Describe  and  discuss  the  procedures  of  benefit- 
cost  analysis. 

(10) (b)  The  present  values  of  the  benefits  and  costs  of 
five  separate  projects  are  given  below: 


25 


25 


Project  PV  Benefits 


PV  Costs 


A 

B 

C 

D 

E 


$17  million 
10  million 
20  million 
16  million 
9  million 


$13  million 
10  million 
15  million 
12  million 
7  million 


Rank  the  projects  in  order  of  desirability.  Which 
projects  would  you  recommend  if  the  available  bud¬ 
get  is  $35  million? 

Q.2  In  order  to  provide  services  to  the  citizens,  govern¬ 
ments  must  raise  revenues  by  taxation;  yet,  taxes 
themselves  may  be  policy  instruments. 

(15) (a)  What  are  tax  expenditures?  Why  might  a  government 
want  to  use  tax  expenditures  to  pursue  its  policy 
goals?  What  are  the  disadvantages  of  using  tax  ex¬ 
penditures? 

(10) (b)  How  might  taxes  be  used  to  solve  a  problem  of  in¬ 
efficient  resource  allocation  as  in  the  case  of 
pollution? 


0.3  Government  policy  often  mediates  among  different 
groups  with  different  interests. 

(12)  (a)  How  does  this  affect  the  behavior  of  politicians 

who  make  policy  and  program  decisions? 

(13)  (b)  How  does  this  affect  the  task  of  someone  seeking 

to  evaluate  public  programs? 
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PART  B: 


Answer  TWO  of  the  following  questions. 


25 


0.4 

(10) (a)  State  the  doctrine  of  ministerial  responsibility 
and  identify  its  key  assumptions. 

(15) (b)  How  does  the  doctrine  apply  in  the  area  of  finan¬ 
cial  administration? 


25 


25 


Q.5  Describe  the . role  each  of  the  following  institutions 
plays  in  the  policy  and  expenditure  management  system 
of  the  federal  government. 

(5)  (a)  The  Planning  and  Priorities  Committee  of  Cabinet. 

(5)  (b)  The  Department  of  Finance. 

(5)  (c)  The  Ministries  of  State  for  Social  Development  and 

Economic  Development. 

(5)  (d)  The  operating  departments  and  agencies. 

(5)  (e)  The  Treasury  Board. 

0.6  Central  agencies  of  the  federal  government  are  impor¬ 
tant  organizations  for  public  management  and  priority 
determination. 


REQUIRED: 

(5)  (a)  What  are  central  agencies? 

(b)  Briefly  describe  the  roles  of  the  following 


tral 

agencies : 

(5) 

i) 

Prime  Minister's  Office. 

(5) 

ii) 

Privy  Council  Office. 

(5) 

iii ) 

Public  Service  Commission. 

(5) 

iv) 

Federal-Provincial  Relations  Office 

cen- 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


PUBLIC  FINANCE  &  ADMINISTRATION  518  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


General 

Answers  were  satisfactory  for  the  most  part  but  tended  to  be 
superficial.  In  Part  A  particularly,  students  could  have  improved 
their  answers  by  using  material  from  the  readings. 

Specific 

PART  A 

0.1  This  was  the  best  done  question  of  Part  A.  Answers  to  1(a) 
had  two  weaknesses:  (1)  failure  to  identify  the  key  ana¬ 
lytical  question  the  analytical  model  should  answer;  (2) 
failure  to  recognize  that  MB=MC  as  the  indicator  for  maxi¬ 
mum  net  benefits. 

In  1(b)  the  ranking  was  well  done.  The  common  error  was  an 
inability  to  operationalize  the  decision  criteria  when 
making  a  decision  with  a  budget. 

0.2  Tax  expenditures  were  poorly  defined.  Their  advantages  and 
disadvantages  were  well  done.  Answers  to  part  (b)  tended 
to  miss  the  point  that  tax  instruments  could  be  used  to 
alter  behavior  and  thereby  accomplish  a  non-revenue  goal. 

0.3  This  question  was  answered  by  only  a  few  students.  Part 
(a)  was  generally  correct.  Students  referred  to  log¬ 
rolling  but  did  not  define  it  or  indicate  they  clearly 
knew  what  it  meant.  Part  (b)  was  not  well  answered.  Stu¬ 
dents  often  missed  the  evaluation  problem  posed  by  multi¬ 
ple  program  goals. 


PART  B 

Q.4  (a)  Many  answers  tended  to  deal  only  with  the  implications 

of  the  doctrine  for  Cabinet  ministers,  that  is,  items 
(i)  and  (iv),  leaving  out  any  discussion  of  items  (ii) 
and  (iii)  dealing  with  public  servants. 

(b)  A  common  problem  here  was  simply  the  lack  of  suf¬ 
ficient  information  on  one  or  more  of  the  three  finan¬ 
cial  objectives. 

0.5  Overall  this  question  was  done  relatively  well  by  most 
students  who  attempted  it.  The  main  weakness  in  most 
answers  was  that  the  descriptions  given  of  institutions 
did  not  fully  demonstrate  the  role  of  these  institutions 

in  the  policy  and  expenditure  management  system. 
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Continued 


Q •  6  (a)  A  frequent  error  made  here  was  an  incorrect  or  incom¬ 

plete  definition  of  what  constitutes  a  central  agency 
in  the  federal  government.  Some  students  confused  the 
central  agency  concept  with  department  or  Crown  cor¬ 
poration  or  Cabinet  committee. 

(b)  On  the  whole  this  part  of  the  question  was  done 
reasonably  well.  Some  answers  were  confused  about  the 
distinction  between  the  Prime  Minister's  Office  and 
the  Privy  Council  Office,  and  some  answers  were  some¬ 
what  weak  on  the  role  of  the  Federal-Provincial  Rela¬ 
tions  Office. 
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PUBLIC  FINANCE  AND  ADMINISTRATION  518  EXAMINATION 
March,  1984 
SUGGESTED  SOLUTIONS 

Time:  3  Hours 

PART  A: 

Q.l 

(15) (a)  The  procedure  of  benefit-cost  analysis  involves 
three  major  steps.  The  first  step  is  the  identifi¬ 
cation  of  objectives  and  alternative  investments. 
Here  the  analyst  must  define  the  goals  of  the  pub¬ 
lic  investment  in  a  meaningful  way  and  elaborate 
all  the  plausible  alternative  investment  projects 
or  programs  that  could  be  applied  to  attain  these 
goals.  The  second  step  is  the  identification  and 
estimation  of  the  costs  and  benefits  associated 
with  each  alternative.  This  is  the  heart  of  the 
benefit-cost  analysis.  It  involves  modeling  the 
relationship  between  the  inputs  (costs)  and  the 
outputs  (benefits)  of  a  project  or  program.  In  es¬ 
sence,  this  part  of  the  analysis  should  answer  the 
question  "How  will  the  world  be  changed  if  this 
project  were  undertaken,  compared  to  the  state  of 
the  world  without  the  project?”.  The  third  main 
step  is  the  selection  of  the  proper  decision  cri¬ 
teria  and  the  calculation  of  the  relevant  indica¬ 
tors  that  will  permit  a  selection  of  the  correct 
alternative.  The  fundamental  rule  for  making  a 
decision  is  to  select  the  alternative  that  will 
maximize  net  benefits.  The  actual  application  of 
this  fundamental  rule  varies  to  some  extent,  de¬ 
pending  on  the  kinds  of  alternatives  that  are 
being  considered. 

(10) (b)  To  rank  the  projects,  students  must  first  calcu¬ 
late  benefit-cost  ratios.  In  this  case,  two  pro¬ 
jects  have  the  same  benefit-cost  ratio  and  there¬ 
fore  are  ranked  in  terms  of  their  net  benefits 
(total  benefits  -  total  costs).  The  ranking  is: 


Project 

B/C 

(B-C) 

1.  C 

1.33 

5 

2.  D 

1.33 

4 

3.  A 

1.31 

4 

4.  E 

1.29 

2 

5.  B 

1.00 

0 

With  budget  constraint, 

one 

starts  workino  down 

the  list.  In  this  case. 

project  C  (cost  = 

$15m) , 

and  project  D 

(cost  = 

$12m;  cumulative 

cost  = 

$27m)  .  The  next 

ranked 

project  is  A,  but 

under- 

taking  it  would  exceed 

the  $35m  available 
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7  +  13  =  40).  Therefore,  we  should  skip  A  and 
proceed  to  project  E  which  will  result  in  total 
costs  of  $34m  (27  +  7).  Thus  the  recommendation 

should  be  projects  C,  D  and  E  with  $lm  left  un¬ 
spent. 


25  Q.  2 

(15) (a)  Tax  expenditures  are  defined  as  special  provisions 
in  the  tax  laws  that  provide  tax  preferences  to 
individuals  and  firms  in  particular  circumstances 
or  who  pursue  particular  courses  of  action.  The 
reasons  a  government  might  want  to  use  tax  expend¬ 
itures  include: 

i)  subsidies  provided  in  this  way  are  hidden 
relative  to  direct  expenditure  subsidies; 

ii)  tax  expenditures  must  be  approved  only  once, 
when  they  are  introduced.  After  that,  they 
are  not  subject  to  annual  appropriation  by 
Parliament  or  to  examination  by  the  Auditor 
General ; 

iii)  the  government  can  appear  to  be  less  directly 
involved  in  a  particular  area;  individual 
private  decision-makers  hold  the  initiative; 

iv)  the  government  can  look  as  if  it  is  exercis¬ 
ing  spending  restraint. 

The  disadvantages  include: 

i)  once  a  tax  expenditure  is  written  into  law 
the  government  loses  some  measure  of  control 
over  that  "spending"  ; 

ii)  it  may  be  difficult  to  ensure  that  the  tax 
preference  is  accomplishing  its  intended  pur¬ 
pose  . 

(10) (b)  Taxes  may  be  used  deliberately  to  alter  the  allo¬ 
cation  of  resources.  Taxation  of  certain  forms  of 
production  or  consumption  will  raise  the  relative 
costs  or  prices  of  some  resources  and  commodi¬ 
ties.  This,  in  turn,  will  lead  private  decision¬ 
makers  to  adjust  their  behavior. 

In  the  case  of  pollution,  for  example,  a  tax  on 
the  polluting  input  in  the  production  process, 
will  lead  the  firms  using  that  input  to  cut  back 
on  its  use.  This  in  itself  will  reduce  the  level 
of  pollution.  Other  possible  responses  to  the  tax 
include  an  increase  in  the  price  of  the  output 
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leading  to  reduced  consumption,  lower  demand  for 
complementary  inputs  to  the  polluting  input  and 
higher  demand  for  substitute  inputs.  Students 
should  clearly  recognize  the  possibility  of  the 
deliberate  use  of  a  particular  tax  to  accomplish  a 
goal  other  than  the  raising  of  revenue. 


25  Q .  3 

(12)  (a)  Politicians  in  deciding  upon  and  designing  poli¬ 

cies  and  programs  are  cognizant  of  the  fact  that 
different  interest  groups  seek  to  have  different 
objectives  pursued  by  those  policies.  Among  the 
goals  that  may  be  of  relevance  are  efficiency,  in¬ 
come  distribution,  regional  concerns,  or  support 
to  an  industry  or  sector  of  the  economy.  Thus,  in 
making  decisions,  we  typically  see  a  type  of  im¬ 
plicit  log-rolling  in  which  an  attempt  is  made  to 
accommodate  as  many  concerns  as  possible,  in  an 
attempt  to  satisfy  as  many  groups  as  possible  and 
to  generate  maximum  support. 

(13)  (b)  The  implication  of  the  above  for  public  program 

evaluation  is  that  it  is  necessary  to  recognize 
these  multiple  goals  that  lie  behind  public  pro¬ 
grams.  Any  evaluation  that  analyses  a  program  in 
terms  of  one  objective  will  always  find  that  pro¬ 
gram  to  be  deficient  in  some  ways.  But  it  is 
really  the  evaluation  that  may  be  deficient.  This 
is  because  certain  program  characteristics  that 
are  inappropriate  in  terms  of  a  single  objective 
may  be  appropriate  in  the  context  of  another 
goal.  In  summary,  a  program  evaluator  must  be 
aware  and  have  an  understanding  of  the  political 
process  from  which  the  program  emerged. 

PART  B: 

25  0.4 

(10) (a)  The  doctrine  of  ministerial  responsibility  is  the 
constitutional  doctrine  that  ministers  are  respon¬ 
sible  both  individually  and  collectively  to  Par¬ 
liament  for  the  conduct  of  government. 

i)  It  assumes  that  each  minister  is  responsible 
for  his  department. 

ii)  Public  servants  are  held  to  be  ministerial 
advisors. 

iii)  It  assumes  the  view  that  public  servants  must 
be  anonymous  and  neutral  in  doing  their  work. 
Confidentiality  is  also  derived  from  this 
system  of  responsibility. 
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iv) 


The  concept  of  collective  responsibility  im¬ 
poses  an  obligation  on  all  ministers  to  sup¬ 
port  all  of  the  government's  policies  in 
their  public  statements  or,  where  such  sup¬ 
port  cannot  be  given,  to  resign.  All  these 
assumptions  tie  the  system  of  accountability 
to  the  government  of  the  day.  That  government 
in  turn  is  subordinate  in  its  use  of  its  dis¬ 
cretionary  powers  to  Parliament. 

(15) ( b )  The  objective  of  ministerial  responsibility  is  to 
ensure  greater  priority,  efficiency  and  integrity 
in  the  administering  of  the  financial  resources  of 
the  people  of  Canada.  Basically,  ministerial  res¬ 
ponsibility  is  the  vehicle  through  which  Parlia¬ 
ment  institutes  its  objectives  of  financial  man¬ 
agement  on  the  administrative  process.  Basically 
there  are  three  objectives: 

i)  Financial  control:  Accountability  is  achieved 
by  insisting  on  control  measures  (an  Auditor 
General,  internal  controls  monitored  by  the 
various  central  agencies,  etc.).  Managers  in 
the  departments  must  account  for  their 
stewardship  and  ministers  in  turn  must  answer 
in  Parliament  for  their  overall  control  of 
the  administration.  The  emphasis  here  is  on 
institutional  or  structural  controls. 

ii)  Financial  accountability:  Apart  from  struc¬ 
tures,  the  institutional  controls  are  aided 
by  process  as  well.  Information,  for  example, 
is  a  key  process  device  of  accountability. 
Such  information  must  be  accurate  and 
adequate  to  ensure  a  measure  of  control  by 
the  cabinet  and  individual  ministers.  This  is 
even  more  important  for  government  because 
the  measurement  of  the  efficient  use  of 
resources  is  very  difficult  in  government. 
While  the  principal  objectives  of  business 
can  be  stated  in  financial  terms  because  its 
nature  is  economic  performance,  governmental 
objectives  touch  on  the  hard-to-measure 
criteria  of  social,  cultural  and  other 
political  considerations.  This  is  why  the 
politician  must  be  at  the  top  of  the 
hierarchy  in  the  administrative  process  and 
why  he  is  held  ultimately  accountable  for  the 
policy  decisions  made  by  his  ruling 
government . 
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25  Q. 

(5 


(5 


(5 
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iii)  Another  process  criteria  of  fundamental  im¬ 
portance  is  financial  visibility.  Since  Par¬ 
liament  requires  information  that  discloses 
the  manner  in  which  funds  are  utilized,  the 
financial  system  must  seek  to  make  public  all 
relevant  financial  data.  This  means  that  all 
financial  statements  to  Parliament  must 
include  how  the  public  funds  are  spent  in 
terms  of  activities  and  standard  objectives 
for  all  programs  administered  by  the  federal 
bureaucracy  at  large.  Financial  disclosure  is 
a  fundamental  process  to  ensure  probity  and 
integrity  in  the  administering  of  the  public 
resources. 

5  The  role  of  each  institution  in  the  envelope  system  is 
as  follows: 

)  (a)  The  Planning  and  Priorities  Committee  of  Cabinet 

is  the  senior  committee  of  the  federal  cabinet.  It 
provides  coordination  among  departments,  policy 
committees  and  envelopes.  The  Planning  and  Prior¬ 
ities  Committee  establishes  spending  ceilings  for 
each  envelope  for  the  next  four  years,  creates  a 
pool  of  money  to  implement  new  policy  proposals  by 
setting  up  a  "B-budget  reserve",  and  may  give 
advice  to  policy  committees  on  how  they  should 
develop  their  policies  and  programs. 

)  (b)  The  Department  of  Finance  is  responsible  for  the 
overall  financial  affairs  of  the  government,  and 
is  a  "gate-keeper"  to  the  public  purse.  The 
department  provides  information  to  the  Planning 
and  Priorities  Committee  on  macro-economic  fore¬ 
casts,  and  projections  of  government  revenues  and 
allocations  to  the  expenditure  envelopes  for  the 
next  four  years.  The  department  also  advises  on 
the  overall  fiscal  ceiling  of  the  annual  budget. 

)  (c)  The  Ministries  of  State  for  Social  Development  and 

Economic  Development  are  both  small,  relatively 
new  central  agencies.  Both  serve  as  secretariats 
to  cabinet  policy  committees  and  as  financial  and 
general  policy  advisors.  Each  engages  in  long- 
range  planning  functions  for  its  sector,  adminis¬ 
ters  the  forecast  finances  for  the  programs  within 
its  envelope,  and  attempts  to  ensure  policy  co¬ 
ordination  throughout  its  sector.  In  addition,  the 
ministries  may  initiate  proposals.  Fundamentally, 
their  role  is  to  determine: 
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i)  whether  the  potential  increase  in  expend¬ 
itures  from  a  proposal  can  be  met; 

ii)  how  the  proposal  fits  with  ongoing  sector 
policies;  and 

iii)  the  administrative  feasibility  of  the  propos¬ 
al. 

(5)  (d)  The  operating  departments  and  agencies  are  tradi¬ 

tionally  the  spenders,  yet  under  the  envelope  sys¬ 
tem  are  also  expected  to  share  responsibility  for 
expenditure  control.  Their  role  involves  suggest¬ 
ing  new  program  proposals  in  line  with  government 
and  policy  committee  priorities,  bargaining  with 
Treasury  Board  and  the  appropriate  Ministry  of 
State  for  the  allocation  of  funds,  and  drafting 
multi-year  strategic  overviews  and  operational 
plans . 

(5)  (e)  The  Treasury  Board  is  the  management  board  for  the 

government  and  the  guardian  of  total  expend¬ 
itures.  The  Treasury  Board  provides  annual  updates 
to  the  Planning  and  Priorities  Committee  on  the 
costs  of  existing  programs.  Furthermore,  it  ad¬ 
vises  the  Ministries  of  State  on  administrative 
and  financial  implications  of  program  proposals. 

Q.  6 

(5)  (a)  Central  agencies  are  "special  staff"  organiza¬ 

tions.  They  perform  instrumental  auxiliary  roles 
in  the  service  of  the  cabinet  and  other  agencies 
in  government.  Central  agencies  are  also  important 
instruments  of  control  through  which  the  cabinet 
directs  the  whole  public  management  system. 

(5)  (b)  i)  The  Prime  Minister's  Office  (PMO)  serves  the 

Prime  Minister  as  partisan  political  advi¬ 
sors.  If  the  government  changes,  the  people 
in  the  PMO  lose  their  jobs.  By  contrast,  all 
other  central  agencies  provide  support  for 
the  government  of  the  day,  regardless  of  its 
partisan  stripe.  The  partisan  PMO  can  be  the 
source  of  major  policy  initiatives  although 
its  major  function  seems  to  be  acting  as  the 
political  support  arm  of  the  government. 
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(5) 


ii)  The  Privy  Council  Office  (PCO)  services  the 
cabinet  committees.  Since  the  late  1960s  the 
role  of  the  PCO  has  evolved  from  that  of  an 
agency  almost  entirely  concerned  with  moving 
paper  to  cabinet,  through  an  attempt  to  co¬ 
ordinate  all  aspects  of  government  policy,  to 
a  position  as  arbiter  of  much  of  the  machin¬ 
ery  and  process  of  government  in  Ottawa,  and 
as  a  briefer  of  the  Prime  Minister  on  the  ac¬ 
tivities  of  his  government. 

(5)  iii)  The  public  Service  Commission  (PSC)  has 

(along  with  the  Treasury  Board)  major  respon¬ 
sibilities  for  personnel  management  in  the 
public  service.  The  PSC  is  concerned  with  the 
merit  principle  of  appointment  to  the  public 
service  and  the  manner  in  which  such  a  prin¬ 
ciple  is  continuously  safeguarded.  (The  stu¬ 
dent  should  note  that  the  personnel  manage¬ 
ment  system  is  in  a  state  of  flux.) 

(5)  iv)  The  Federal-Provincial  Relations  Office 

( FPRO)  is  responsible  for  overall  policy 
integration  with  respect  to  federal-provin¬ 
cial  concerns.  The  place  of  the  FPRO  in  the 
policy  system  has  been  unique.  It  currently 
has  no  cabinet  committee  of  its  own  and  has 
therefore  relatively  little  direct  influence 
over  departments.  It  has,  however,  had  a  sig¬ 
nificant  role  in  briefing  the  Prime  Minister. 


100 


END  OF  SOLUTIONS 
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PUBLIC  FINANCE  &  ADMINISTRATION  518  EXAMINATION 
June,  1984 


Time:  3  Hours 


PART  A:  Answer  TWO  of  the  following  questions. 


0.1 

(10)  (a)  Define  economic  efficiency  in  the  allocation  of 

resources.  How  does  benefit/cost  analysis  aid  in 
the  attainment  of  economic  efficiency? 

(15)  (b)  You  are  given  the  following  data  on  a  project  that 

can  be  built  at  varying  sizes. 


Size 


Total  Benefits  Total  Costs 

(millions  of  $)  (millions  of  $) 


1 

2 

3 

4 

5 

6 
7 


$  4 
8 
13 
18 
21 
24 
26 


5  5 
7 

10 

14 

18 

24 

29 


Calculate  the  benefit/cost  ratios,  marginal  bene¬ 
fits  and  marginal  costs.  Should  this  project  be 
undertaken?  If  so,  what  is  the  optimal  size?  Why? 


Q.2  What  are  two  of  the  most  prominent  trends  in  govern¬ 
ment  spending  over  the  last  several  decades?  What  fac¬ 
tors  explain  these  trends? 

0.3 

(13)  (a)  What  are  the  two  principal  programs  of  federal  to 

provincial  government  transfers  in  Canada?  Des¬ 
cribe  each  briefly. 

(12)  (b)  The  federal  government  would  like  to  renegotiate 

the  Established  Programs  Financing  (EPF)  arrange¬ 
ments  to  impose  more  binding  conditions  on  the 
uses  made  of  these  resources.  What  affect  would 
you  predict  this  would  have  on  the  characteristics 
of  the  services  involved? 
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PART 

B:  Answer  TWO  of  the  following  questions. 

25  Q .  4 

Outline  the  main  roles  the  following  federal  agencies 
play  in  the  financial  management  system  of  the  Govern¬ 
ment  of  Canada. 

(4) 

(a)  The  Treasury  Board. 

(4) 

(b)  The  Department  of  Finance. 

(4) 

(c)  The  Department  of  Supply  and  Services. 

(4) 

(d)  The  Auditor  General  of  Canada. 

(4) 

(e)  The  Comptroller  General  of  Canada. 

(5) 

(f)  The  departments  and  agencies  of  the  federal  gov¬ 
ernment  . 

25  Q.  5 

From  a  government  manager's  perspective,  program  eval¬ 
uation  can  have  disadvantages.  Discuss  both  the  advan¬ 
tages  and  disadvantages. 

25  0.6 

Parliamentary  control  of  the  public  purse  is  fundamen¬ 
tal  to  our  system  of  government. 

REQUIRED: 

(15) 

(a)  List  the  five  basic  requirements  underlying  this 
control  system. 

(10) 

(b)  What  are  the  objectives  these  requirements  en¬ 
deavor  to  maintain? 

100 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


PUBLIC  FINANCE  &  ADMINISTRATION  518  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

There  were  a  few  very  good  papers,  but  performance  in  general  on  this  exam 
was  poor. 


Specific 

Q.1  (a)  Answers  were  not  directed  to  the  question.  Instead  they 

repeated  lesson  notes  on  other  aspects  of  benefit/cost. 

(b)  There  was  some  confusion  over  which  indicator  to  use  in  a 
given  situation. 

Q.2  Students  treated  the  two  parts  of  the  question  separately.  They 

did  not  match  the  explanatory  factors  to  the  trends  discussed 
in  the  first  part. 


Q.3  (a)  Some  students  described  the  nature  of  conditional  and  uncondi¬ 

tional  grants  rather  than  the  two  major  federal  programs. 
Established  Programs  Financing  and  Equalization. 

(b)  There  was  little  recognition  of  the  likely  impact  of  the 
change,  in  particular  as  it  relates  to  national  uniformity. 

Q.4  This  was  answered  satisfactorily,  except  for  parts  (c),  (e),  and 

(f),  in  which  students  missed  the  central  role  of  the  agency. 

Q. 5  Students  had  difficulty  in  citing  advantages  of  evaluation  to 

a  manager.  Disadvantages  were  handled  much  better. 


Q.6 


(a)  Answers  were  satisfactory. 

(b)  Answers  were  satisfactory.  Memorization  of  lesson  notes 
may  have  paid  off  in  this  case. 


Page  449 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


PUBLIC  FINANCE  &  ADMINISTRATION  518  EXAMINATION 
June,  1984 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


PART  A: 

25  0.1 

(10)  (a)  Economic  efficiency  is  an  allocation  in  which  all 

resources  are  employed  at  their  highest  value 
uses.  In  a  perfect  market  this  is  attained  when 
P=MC  (i.e.,  when  the  value  that  consumers  place  on 
the  last  unit  of  product  is  equal  to  the  marginal 
opportunity  cost  of  producing  it,  or  the  cost  of 
the  last  unit  measured  in  terms  of  the  best 
foregone  alternative).  Benefit/cost  analysis  aids 
in  attaining  economic  efficiency  by  determining 
the  allocation  of  resources  that  would  be 
equivalent  to  what  would  be  attained  in-  a  perfect 
market . 

(15)  (b)  The  indicators  asked  for  in  the  question  are  as 


follows : 

Size 

B/C 

MB 

MC 

(millions  of  $; 

1 ( mill  ions 

1 

0.80 

$4 

$5 

2 

1.14 

4 

2 

3 

1.30 

5 

3 

4 

1.29 

5 

4 

5 

1.17 

3 

4 

6 

1.00 

3 

6 

7 

0.90 

2 

5 

This  project  should  be  undertaken  because  for  some 
sizes  B/C  >  1,  i.e.,  total  benefits  exceed  total 
costs.  The  optimal  size  is  size  4.  This  is  optimal 
because  it  is  the  closest  point  to  MB=MC,  which 
maximizes  net  benefits.  Proceeding  to  size  5  would 
mean  that  MC  exceeds  MB. 

Note  that  size  3  is  not  optimal  even  though  it  has 
the  highest  B/C  ratio.  The  objective  is  to 
maximize  net  benefits,  not  to  maximize  B/C. 
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0.2  Students  may  discuss  two  of  the  following  trends: 


25 


i)  The  relative  size  of  government  has  grown  substan¬ 
tially  over  time,  from  about  4%  of  GNP  to  over  40% 
over  the  last  century.  The  factors  behind  this 
trend  may  be  increased  externalities,  increased 
urbanization,  income  elasticity  of  demand  greater 
than  one,  and  political-bureaucratic  factors. 

ii)  Provincial  (and  to  a  lesser  extent  local)  govern¬ 
ments  have  grown  more  rapidly  than  the  federal 
government.  The  explanations  in  this  case  may  in¬ 
volve  the  increasing  relative  power  of  sub¬ 
national  governments,  and  the  faster  increase  in 
demand  for  services  under  the  jurisdictional 
authority  of  the  provinces. 


iii)  The  shift  in  expenditures  towards  social  services 
and  away  from  "harder"  services  such  as  national 
defense.  This  trend  probably  again  reflects  the 
nature  of  the  citizens'  demand  patterns  for  public 
services. 

iv)  The  growth  of  federal  government  transfers  to  in¬ 
dividuals  and  the  provinces.  Transfers  to  indivi¬ 
duals  largely  involve  social  policy  concerns 
(e.g.,  pensions,  family  allowances).  Transfers  to 
provinces  reflect  partly  the  same  fact  and  partly 
an  adjustment  to  the  trend  of  federal  revenues 
growing  relatively  faster,  while  provincial  expen¬ 
diture  responsibilities  have  been  growing  more  ra¬ 
pidly  than  those  of  the  federal  government. 

Q.3 

(13)  (a)  The  two  principal  programs  of  federal  to  provin¬ 

cial  programs  are: 

i)  The  Fiscal  Equalization  Program.  This  is  a 
system  of  unconditional  grants  to  lessen  the 
financial  disparity  between  richer  and  poorer 
provinces.  A  province's  entitlement  is  cal¬ 
culated  using  a  formula  measuring  its  taxing 
capacity  from  a  range  of  sources  compared  to 
an  average  measure  of  capacity.  The  large  in¬ 
crease  in  resource  revenues  of  the  western 
provinces  upset  the  formula  of  1977-1982,  and 
adjustments  were  made  to  account  for  these 
revenues . 
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ii)  Established  Programs  Financing  (EPF).  This  is 
a  transfer  of  cash  and  tax  points  to  assist 
the  provinces  in  providing  health  care  and 
post-secondary  education.  Except  for  some 
very  general  requirements  there  really  are  no 
conditions  attached  to  these  transfers.  This 
has  been  a  source  of  friction  between  Ottawa 
and  the  provinces.  The  federal  government  has 
argued  the  provinces  are  diverting  these 
funds  away  from  their  intended  uses. 

(12)  (b)  If  tighter  strings  were  attached  to  the  EPF  trans¬ 

fers  they  would  become  more  like  conditional 
grants.  This  means  that  the  provinces  would  have 
to  meet  a  clearly  defined  set  of  criteria  in  order 
to  receive  aid  for  health  care  and  post-secondary 
education  expenditures.  The  likely  result  is  more 
national  uniformity  and  less  interprovincial 
variation  in  these  services.  Students  may  wish  to 
make  this  argument  using  a  diagram  like  Figure  9-1 
in  the  Lesson  Notes,  but  this  is  not  required  for 
a  satisfactory  answer. 

PART  B: 

0.4  The  basis  of  financial  administration  in  the  Govern¬ 
ment  of  Canada  is  provided  for  by  the  Financial  Ad¬ 
ministration  Act.  The  Act  also  provides  the  statutory 
‘platform  for  most  of  the  financial  practices  to  be 
followed  by  government  agencies  and  departments.  The 
chief  institutions  involved  and  the  duties  required  of 
each  are  as  follows: 

(4)  (a)  The  Treasury  Board  of  Canada  -  the  chief  financial 

gateway  to  government.  As  a  statutory  subcommittee 
of  the  federal  Cabinet  it  is  empowered  to  act  as 
the  employer  on  all  matters  relating  to  general 
administrative  and  financial  management  policy  in 
the  public  service  of  Canada.  The  Board  also  has 
the  powers  to  establish  general  administrative 
standards  of  work  performance  and  to  issue  regula¬ 
tions  regarding  the  manner  in  which  the  accounts 
of  the  government  of  Canada  will  be  maintained. 
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(4)  (b)  The  Department  of  Finance  is  responsible  for  the 
overall  financial  affairs  of  the  government.  The 
department  is  responsible  for  the  role  of  initiat¬ 
ing  fiscal  policy.  Second,  it  must  react  to  policy 
initiatives  from  other  departments  since  it  shares 
its  responsibilities  for  financial  management  with 
the  Treasury  Board.  In  this  role  the  department 
performs  a  broad  economic  management  role  in  that 
it  assesses  the  impact  of  more  particularistic 
aspects  of  departmental  policies  on  the  overall 
economy  of  the  country,  making  major  decisions 
relating  to  the  politics  and  economics  of  taxing 
and  spending.  In  addition,  the  Department  is  res¬ 
ponsible  for  buying,  holding  or  selling  of  securi¬ 
ties  . 

(4)  (c)  The  Department  of  Supply  and  Services  provides  the 

accounting  and  related  services  to  all  government 
departments  and  agencies  (Section  7  of  the  Depart¬ 
ment  of  Supply  and  Services  Act).  These  services 
include : 

-  the  disbursement  of  pay  to  persons  employed  in 
or  by  a  department; 

-  those  related  to  the  administration  of  the  em¬ 
ployee  benefit  plans  and  superannuation  or 
pension  plans; 

-  management  consulting  services,  accounting, 
auditing  and  data  processing  services. 

(4)  (d)  The  Auditor  General  of  Canada  carries  out  the 

post-audit  function  which  includes  the  following: 

-  examining  accounts  related  to  the  Consolidated 
Revenue  Fund  and  to  determine  the  effectiveness 
of  record  keeping; 

-  reporting  to  the  House  of  Commons  the  results  of 
such  examinations  of  the  way  public  monies  were 
disbursed; 

-  looking  into  and  reporting  on  any  matter  relat¬ 
ing  to  the  financial  affairs  of  the  Government 
of  Canada. 

(4)  (e)  The  Comptroller  General  of  Canada  is  responsible 

for  the  assessment  and  upgrading  of  financial 
management  programs  and  financial  personnel  in  the 
public  service;  and,  has  primary  responsibility  in 
effecting  better  program  evaluation  as  to  both  ef¬ 
ficiency  and  effectiveness  measures. 


S518J84 


Page  453 


Continued. . . 
Page  4  of  7 


(5)  (f)  The  responsibilities  are  outlined  in  Sections  24, 

25,  26  and  27  of  the  Financial  Administration 

Act.  Briefly,  they  are: 

-  deputy  head  primarily  responsible  for  the  admin¬ 
istration  and  financial  probity  of  the  depart¬ 
ment  or  agency; 

-  no  charge  can  be  made  against  an  appropriation 
except  upon  the  requisition  of  the  appropriate 
minister  of  the  department  for  which  appropria¬ 
tion  was  made; 

-  no  expenditure  can  exceed  the  appropriation  of 
the  department  or  be  made  without  ascertaining 
whether  it  is  clearly  within  the  financial 
limits  set  for  the  department/agency; 

-  all  work  for  departments/agencies  must  be  cer¬ 
tified  performed  before  payment  is  made.  Payment 
can  be  authorized  before  completion  of  the  job 
only  if  it  were  provided  for  in  the  initial  con¬ 
tract  of  agreement. 

25  Q.5  Arguments  for: 

(a)  The  management  of  any  program  must  be  concerned 
with  the  effectiveness  of  that  program.  This  is  a 
constant  evaluative  judgment,  a  mixture  of  com¬ 
petence  and  genuine  concern  for  the  health  of  the 
program's  operational  mandate.  ("Am  I  doing  the 
correct  thing  in  terms  of  the  program's  legisla¬ 
tive  mandate?" ) 

(b)  Effectiveness  is  also  concerned  with  economic 
measures.  The  manager  must  be  continually  concern¬ 
ed  with  the  application  of  the  appropriate  re¬ 
sources  to  the  program  doing  so  with  the  minimum 
of  costs  feasible. 

(c)  Apart  from  the  minimum  costs  feasible  the  opera¬ 
tions  manager  must  also  be  concerned  with  the 
critical  issues  of  operational  efficiency. 

( d)  Energy,  intelligence,  integrity  and  commitment  are 
not  sufficient  to  guarantee  success  in  the  absence 
of  evaluation.  Managers  must  therefore  be  con¬ 
tinuously  on  the  search  for  hard  information  to 
help  in  program  evaluation.  Hard  information  helps 
considerably  in  the  selection  of  the  best  deci¬ 
sion-making  alternatives. 
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Arguments  against: 


25 


(a)  What  constitutes  a  program  is  often  arbitrary.  The 
objectives  of  such  a  program  may  not  have  been 
sufficiently  well  formulated  to  provide  a  basis 
for  evaluation. 

(b)  Many  programs  have  multiple  objectives  and  mul¬ 
tiple  effects.  Quite  different  weights  may  be  ap¬ 
plied  to  the  several  objectives  at  different 
points  in  time. 


(c)  Appropriate  evaluation  methodology  may  be  doubt¬ 
ful,  scanty  or  even  non-existent.  This  is  perhaps 
one  of  the  most  critical  problems  facing  evalua¬ 
tion  at  present. 

(d)  Program  managers  are  too  involved  in  ensuring  the 
success  of  their  work.  Accordingly,  it  is  perhaps 
unrealistic  to  expect  them  to  approach  the  evalua¬ 
tion  exercise  in  a  self-critical  manner.  In  other 
words,  their  incentive  is  to  approach  evaluation 
in  terms  of  its  potential  for  program  defense  and 
possible  expansion.  Evaluation  may  therefore  be 
resisted  because  of  its  potential  threat  to  the 
continuing  existence  of  their  work. 

Q.6  (a)  There  are  five  basic  requirements  underlying  par¬ 
liamentary  control. 


(3) 


(3) 


(3) 


i)  All  duties  and  revenues  shall  form  one  Con¬ 
solidated  Revenue  Fund  and  the  Financial  Ad¬ 
ministration  Act  defines  the  Fund  as  "the 
aggregate  of  all  public  monies  that  are  on 
deposit  at  the  Credit  of  the  Receiver  General 
of  Canada." 

ii)  Parliamentary  control  is  predicated  on  regu¬ 
lating  the  flow  of  cash  receipts  into  and 
cash  payments  out  of  the  Fund.  Therefore,  the 
accounts  of  Canada  are  maintained  basically 
on  a  cash  system. 

iii)  Because  the  Consolidated  Revenue  Fund  is  by 
law  a  cash  fund,  the  accounting  system  does 
not  provide  the  basis  for  the  items  reported 
on  the  Statement  of  Assets  and  Liabilities  of 
the  Canadian  government.  The  statement  there¬ 
fore  does  not  produce  a  consolidated  report¬ 
ing  of  all  assets  and  all  liabilities. 
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(3) 


iv)  Parliamentary  control  is  exercised  through 
the  provision  of  funds  by  votes  which  limit 
the  purpose  for  which  funds  may  be  used  and 


which  also  limit 
spent . 

the  amounts 

that  can 

be 

(3) 

v) 

All  estimates  of 

expenditures 

submitted 

to 

Parliament  (with  only  a  few  exceptions)  shall 
be  for  the  services  coming  in  course  of  pay¬ 
ment  during  the  fiscal  year. 


(10)  (b)  The  objectives  these  requirements  endeavor  to 

maintain  are: 

i)  Financial  accountability.  Information  is  the 
key  to  accountability.  Such  information  must 
therefore  be  as  accurate  and  adequate  as  pos¬ 
sible.  This  is  even  more  important  for 
government  than  for  other  enterprises,  in 
that  the  measurement  of  efficient  use  of 
resources  is  a  much  more  difficult  exercise 
for  government.  While  the  principal  object¬ 
ives  of  business  can  be  stated  in  financial 
terms  because  its  nature  is  economic  per¬ 
formance,  government  objectives  touch  on  the 
hard  to  measure  criteria  of  social,  cultural 
and  other  political  considerations. 

ii)  Financial  visibility.  Since  Parliament  re¬ 
quires  information  that  discloses  the  manner 
in  which  funds  are  utilized,  the  financial 
system  must  ensure  that  all  financial  data  be 
made  visible.  This  means  the  statement  must 
include  how  the  funds  are  spent  in  terms  of 
activities  and  standard  objectives  for  all 
programs  administered  by  the  federal  bureau¬ 
cracy  writ  large. 

iii)  Financial  control.  Accountability  is  achieved 
by  insisting  on  control  measures.  Managers 
must  account  for  their  stewardship.  The  con¬ 
trol  mechanism  starts  in  Parliament  and  is 
manifested  through  such  parliamentary  devices 
as  the  Auditor  General,  accountability  meas¬ 
ures  on  the  executive  (question  period, 
etc.),  the  Comptroller  General  and  so  on, 
down  to  the  actual  manager  concerned  with  the 
day-to-day  operation. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

30 


ADVANCED  ACCOUNTING  521  EXAMINATION 
December,  1983 


Time:  3  Hours 

.1  On  January  1,  1983,  Parent  Ltd.  purchased  90%  of  the  outstanding  voting  common 

shares  of  Sub  Ltd.  for  $2,500,000.  Any  revaluation  arising  from  the  purchase  of 

depreciable  assets  is  to  be  amortized  over  10  years  and  any  goodwill  created  on 

consolidation  is  to  be  amortized  over  25  years,  straight-line. 

During  1983,  the  following  events  occurred: 

i)  No  dividends  were  paid  on  the  shares  by  either  company. 

ii)  Sub  Ltd.  sold  inventory,  costing  $494,000  to  Parent  Ltd.  for  $682,000,  30%  of 
which  was  not  sold  at  year-end. 

iii)  During  1983,  all  of  the  current  assets  which  had  a  fair  market  value  greater  than 
book  value  were  sold  to  outside  parties  or  were  collected. 

iv)  On  July  1 ,  1983,  Parent  Ltd.  purchased  3/4  of  the  outstanding  12%  Bonds  Payable 
of  Sub  Ltd.  for  $164,500.  These  bonds  have  a  20  year  total  life  with  15  years 
remaining  at  January  1,  1983. 

v)  Parent  Ltd.  has  made  no  entries  in  the  Investment  in  Sub  Ltd.  account  during  1983. 

vi)  Any  gain  or  loss  arising  on  consolidation  from  the  intercompany  bonds  is  to  be 
allocated  to  the  issuer. 


Sub  Ltd. 


Post -closing 

Fair 

Pre-closing 

Trial  Balance 

Market  Value 

Trial  Balance 

January  1,  1983 

January  1,  1983 

December  31,  1983 

Cash 

$  185,000 

$  185,000 

$  134,000 

Accounts  Receivable,  net 

432,000 

450,000 

385,000 

Inventory 

680,000 

730,000 

730,000 

Land 

510,000 

570,000 

510,000 

Buildings  and  Equipment,  net 

974,000 

850,000 

963,000 

Goodwill 

120,000 

— 

110,000 

$2,901,000 

$2,832,000 

Liabilities 

$  320,000 

$  320,000 

$  310,000 

Bonds  Payable,  12%  net 

215,000 

215,000 

214,000 

Common  Shares,  Par  $10 

100,000 

— 

100,000 

Contributed  Surplus 

300,000 

— 

300,000 

Retained  Earnings 

1 ,966,000 

— 

1,966,000 

Sales 

_ 

_ 

1 ,430,000 

Cost  of  Goods  Sold 

— 

— 

(867.000) 

Gross  Income 

$  563,000 

Depreciation 

— 

— 

(11,000) 

Other  Expenses 

— 

— 

(587,000) 

Bond  Interest  Expense 

— 

— 

(23,000) 

$2,901,000 

$2,832,000 
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Parent  Ltd. 

Pre-closing  Trial  Balance 


December  31, 1983 


Cash 

$  240,000 

Accounts  Receivable,  net 

384,000 

Marketable  Securities** 

164,000 

Inventory 

960.000 

Land 

830,000 

Buildings  and  Equipment,  net 

962,000 

Goodwill* 

140,000 

Investment  in  Sub  Ltd. 

2,500,000 

$6,180,000 

Liabilities 

$  395,000 

Bonds  Payable 

685.000 

Common  Shares 

300,000 

Contributed  Surplus 

800,000 

Retained  Earnings 

3,757,000 

Sales 

1,930,000 

Cost  of  Goods  Sold 

(1,463,000) 

Gross  Income 

467.000 

Depreciation 

(27.000) 

Other  Expenses 

(205,500) 

Bond  Interest  Income 

8,500 

$6,180,000 

*  Not  related  to  Sub  Ltd. 
**  Bonds  of  Sub  Ltd. 


Continued  .  . 
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REQUIRED: 

As  at  December  31,  1983,  calculate  the 

(5)  (a)  balance  of  the  "Investment  in  Sub  Ltd.”  under  the  equity  method. 

(4)  (b)  Consolidated  Goodwill. 

(3)  (c)  gain  or  loss  arising  on  consolidation  from  the  intercompany  bond  transaction. 

(4)  (d)  Minority  Interest  on  Consolidated  Balance  Sheet. 

(4)  (e)  Consolidated  Retained  Earnings. 

(4)  (f)  Sales  on  the  Consolidated  Income  Statement  for  the  year  ended  December  31 

1983. 

(3)  (g)  balance  of  Bonds  Payable  on  the  Consolidated  Balance  Sheet. 

(3)  (h)  amount  of  income  or  loss  from  Sub  Ltd.  which  would  be  allocated  to  the  Minority 

Interest. 

NOTE:  You  may  choose  any  method  to  solve  the  problem,  but  your  calculations  must 
be  shown  to  obtain  part  marks,  and  your  answer  must  be  clearly  indicated  by  listing 
the  letters  (a)  through  (h)  and  putting  the  answer  beside  the  letter.  The  calculations 
should  be  done  on  the  left  hand  side  of  the  page. 
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Q.2  Y  Ltd.  has  a  foreign  subsidiary  whose  December  31,  1982,  balance  sheet  indicates  the 
following  two  items: 


Foreign  Currency  Units 

Fixed  Assets  1,000,000 

Less:  Accumulated  Depreciation  300,000 

700,000 


Bonds  Payable  500,000 

1)  There  are  two  fixed  assets:  Unit  A  cost  Foreign  Currency  Units  600,000  and  was 
purchased  when  the  exchange  rate  was  8.4.  It  is  being  depreciated  straight-line 
over  20  years  with  no  salvage  value.  Unit  B  cost  Foreign  Currency  Units  400,000 
and  was  purchased  when  the  exchange  rate  was  9.6.  The  depreciation  method  is 
the  same  as  Unit  A. 


2)  The  bonds  payable  were  issued  January  1, 1981,  at  par,  and  have  a  10  year  life.  The 
interest  rate  is  10%  per  year. 


Exchange  Rates 


Dates 


9.8 

9.1 

11.0 

11.4 


January  1,  1981 
December  31,  1981 
Average  for  1982 
December  31,  1982 


3)  The  exchange  rates  are  quoted  as  Foreign  Currency  Units  per  dollar. 

REQUIRED: 


(6)  (a)  In  determining  whether  to  use  the  temporal  or  current  method,  there  are  six 

criteria  set  out.  List  four  of  them  with  a  brief  discussion. 

(6)  (b)  Indicate  the  exchange  translation  rates  that  would  be  used  on  the  December  31, 

1982,  balance  sheet  for  the  fixed  assets,  accumulated  depreciation  and  bonds 
payable  under: 


i)  the  temporal  method,  and 

ii)  the  current  method. 


(10)  (c)  The  bonds  payable  influences  the  exchange  adjustment  account  underthe  temporal 
method.  Prepare  all  foreign  exchange  related  journal  entries  to  indicate  how  the 
exchange  adjustment  account  would  be  affected  by  the  bonds  payable  at  December 
31,  1981,  and  December  31,  1982,  and  to  record  any  exchange  gain  or  loss. 
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Q.3  Fip  Ltd.  had  the  following  in  fixed  assets  on  its  historical  cost  balance  sheets. 


December  31,  1981  December  31,  1982 


Fixed  Assets 

Less:  Accumulated  Depreciation 


$460,000 
(115,000)  25% 
$345,000 


$420,000 
(126,000)  30% 
$294,000 


During  1982,  an  asset  which  cost  $40,000  (25%  depreciated)  was  sold  for  proceeds  of 
$22,000.  The  asset  had  a  current  cost  at  December  3 1 , 1981 ,  of  $34,000.  There  were  no 
additions.  The  current  cost  of  fixed  assets,  calculated  per  Section  4510  and  gross  of 
depreciation,  was  $840,000  at  December  3 1 ,  1 98 1 ,  and  $930,000  at  December  3 1 ,  1 982. 
The  general  price  level  index  at  December  31,  1981,  was  147  and  at  December  31, 
1982,  was  185.  The  average  price  level  index  for  the  year  was  166.  No  depreciation  is 
taken  in  the  year  of  disposal. 

REQUIRED: 

Calculate  the 

(2)  (a)  historical  cost  depreciation  expense  for  1982. 

(4)  (b)  current  value  depreciation  expense  for  1982. 

( 1 )  (c)  balance  of  the  net  fixed  assets  account  on  a  current  cost  basis  as  at  December  3 1 

1982. 

(8)  (d)  change  in  the  net  fixed  assets  account  before  inflation. 

(6)  (e)  change  in  the  net  fixed  assets  account  after  inflation  or  increase  or  decrease  in 

current  cost  net  of  inflation. 

(4)  (f)  “backlog  depreciation  adjustment". 
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15  Q.4  The  Township  of  Possum  Prints  had  the  following  transactions  and  events: 

i)  The  mill  rate  was  set  at  .005  and  the  total  taxable  assets  in  the  jurisdiction  were 
$161,563,431.  The  estimated  expenditures  for  the  coming  period  were  $981,432, 
but  the  city  estimates  an  additional  $243 ,000  of  revenue  from  other  sources  such  as 
fines,  permits,  and  grants  from  the  provincial  government.  It  is  also  estimated  that 
$11,500  of  this  year’s  taxes  will  not  be  collected  in  the  current  period. 

ii)  The  township  enters  the  budget  into  the  accounts.  Wages  of  $19,465  were  paid.  An 
invoice  of  $1,647  was  also  paid,  for  which  a  purchase  order  of  $1,550  had  been 
issued. 


iii)  A  device  for  regulating  the  three  stoplights  during  the  rush  hour  in  the  township  of 
Possum  Prints  was  purchased.  It  had  been  estimated  (encumbered)  to  cost  $15,000 
and  had  actually  cost  $13,982.  It  will  last  for  about  10  years  and  was  purchased  at 
the  beginning  of  the  year. 

REQUIRED: 

Prepare  the  journal  entries  to  record  the  above  transactions  and  events.  Use  the 
following  format  in  your  examination  booklet.  (Keep  in  mind  that  the  numbers  i),  ii), 
and  iii)  signify  separate  unrelated  events.) 

i)  _ Fund 

DR/CR  Account  Titles  Dollar  Amount 

If  more  than  one  fund  is  involved,  clearly  indicate  which  fund  is  being  used  above  the 
journal  entry.  Show  each  entry  separately  and  do  not  use  short  cut  methods. 

8  Q.5  Assume  a  person  went  bankrupt  and  owed  you,  his  landlord,  rent  for  7  months  at 

$2,000  per  month.  There  was  $100,000  of  unsecured  inventory  on  the  premises.  The 
lease  specified  that  it  could  be  terminated  with  a  penalty  of  6  months'  rent. 

REQUIRED: 

(6)  (a)  Who  would  collect  their  money  before  you  in  the  list  of  creditors? 

(2)  (b)  What  is  the  maximum  amount  that  you  would  collect  as  a  preferred  creditor? 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  ACCOUNTING  521  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

The  exam  easily  distinguished  those  who  were  able  to  do  the 
material  and  those  who  were  not.  The  question  arises  as  to  how 
well  these  students  did  on  their  assignments  since  the  exam  so 
closely  resembled  the  assignments. 

Some  students  are  doing  themselves  a  major  disservice  by  doing 
their  workings  in  a  confused  manner,  having  no  logical  sequence 
or  pattern.  In  a  course  of  this  nature,  where  significant  part 
marks  are  allocated  for  validity  of  approach,  a  student's  work¬ 
ings  are  critical. 

Specific 

0.1  This  was  a  traditional  question  on  consolidation  with  the 
addition  of  intercompany  bonds.  Generally  it  was  well 
done,  with  most  students  using  the  format  demonstrated  in 
the  lesson  notes.  Some  had  difficulty  with  the  bond  gain 
or  loss  and  allocating  it  to  the  majority  and  minority 
interests.  A  few  students  had  very  little  idea  as  to  how 
to  approach  the  problem,  as  evidenced  by  the  confused 
workings.  Since  this  question  has  been  on  various  exams 
and  assignments  in  the  past,  in  similiar  formats,  it  is 
most  curious  that  a  student  would  not  even  know  how  to 
approach  the  question. 

Q.2  This  question  was  on  the  new  material  in  the  foreign  cur¬ 
rency  area.  The  majority  of  students  had  no  difficulty 
with  parts  (a)  and  (b),  but  most  students  had  some  diffi¬ 
culty  with  (c).  The  gain  or  loss  on  exchange  on  long-term 
debt  is  not  recognized  immediately  but  deferred. 

Q.3  This  question  was  on  the  new  material  from  Section  4510 
and  was  very  simple  for  those  students  who  had  put  some 
effort  into  their  tenth  assignment.  Others  had  no  idea 
what  was  being  asked  by  the  question  let  alone  how  to  go 
about  solving  it.  Section  4510  shows  some  tables  on  how  to 
solve  this  question  and  those  tables  were  changed  around 
a  bit  in  the  notes  and  applied  to  the  question.  Some  stu¬ 
dents  knew  how  to  do  the  tables  but  did  not  know  what  to 
do  with  the  numbers  once  the  tables  were  finished.  For  ex¬ 
ample,  the  table  was  done  perfectly  but  they  put  down 
$21,000  as  their  answer  to  (c)  ($21,000  is  simply  the  dif¬ 

ference  between  $651,000  and  $630,000). 

Q.4  This  was  a  question  on  government  accounting  and  was 
generally  well  done. 

q.5  This  was  a  question  on  bankruptcy  and  was  not  well  done. 
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30 


ADVANCED  ACCOUNTING  521  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 
Q.l 

(5)  (a)  $2,333,850 

(4)  (b)  $456,000  +  $140,000  =  $596,000 


Purchase  Price  $2,500,000 

(.9)  (100,000  +  300,000  +  1,966,000  -  120,000)  2,021,400 

Excess  478,600 

Accounts  Receivable  (.9)  (450  —  432)  —  16,200 

Inventory  (.9)  (730  -  680)  -  45,000 

Land  (.9)  (570  -  510)  -  -  54,000 

Buildings  (.9)  (850  -  974)  +111,600 


Goodwill  January  1,  1983  475,000 


19,000  amortization  per  year. 

December  31,  1983($475,000  -  19,000  +  140,000) ,$596,000 

(3)  (c)  $3,625 

(4)  (d)  $213,810 

(4)  (e)  $3,757,000  -  $166,150  +  $243,000  -  $8,500  =  $3,825,350 

(4)  (f)  Sales  $1,430,000 

1,930,000 

$3,360,000 
-  682,000 
$2,678,000 

(3)  (g)  $685,000  +  .25  (214,000)  =  $738,500 

(3)  (h)  $(10,790) 


SRI 


Type  1 

$2,366,000 

$(58,000) 

$2,308,000 

Type  2 

-120,000 

+  10,000 

-110,000 

Profit  Unrealized 

-56,400 

-  56,400 

Profit  Realized 

-  3,625 

-  3,625 

+  8,625 

+  8,625 

-  8,500 

-  8,500 

2,246,000 

(107,900) 

2,138,100 

Outside  Interest  10% 

(224,600) 

10,790 

(213,810) 

$2,021,400 

$(97,110) 

$1,924,290 
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Type  3 


Accounts  Receivable 

$+  16,200 

$-16,200 

Inventory 

+  45,000 

-45,000 

Land 

+  54,000 

$+  54,000 

Buildings 

-111,600 

+  11,160 

-100.440 

Goodwill 

+475,000 

- 19,000 

+456,000 

$2,500,000 

$(166,150) 

$2,333,850 

Price  paid  for  bonds  $164,500 

Book  value,  July  1,  1983, 

(215,000  -  500)  .75  160,875 

Loss  $  3,625 

Interest  Expense 

(200,000  x  12%)  =  (24,000  -  1,000)  x  V4  x  .75  =  $8,625 

Interest  Income  8,500 

$  125 

.’.  $125  x  (14.5  x  2)  =  $3,625 

22  Q.2 

(6)  (a)  Factors  to  consider  in  determining  type  of  foreign  operation: 

1 )  Any  factors  which  would  indicate  that  the  cash  flows  of  the  reporting  enterprise 
are  insulated  from  or  are  directly  affected  by  the  day-to-day  activities  of  the 
foreign  operation. 

2)  Factors  to  indicate  whether  sales  prices  for  the  foreign  operation’s  products  or 
services  are  determined  more  by  local  competition  and  local  government 
regulations  or  more  by  world-wide  competition  and  international  prices,  and 
whether  such  sales  prices  are  primarily  responsive  on  a  short-term  basis  to 
changes  in  exchange  rates,  or  are  immune  to  such  changes. 

3)  Whether  the  sales  market  for  the  foreign  operation’s  products  and  services  is 
primarily  outside  the  reporting  enterprise’s  country  or  within  it. 

4)  If  labor,  materials  and  other  costs  of  the  foreign  operation’s  products  or 
services  are  primarily  local  costs  or  whether  the  foreign  operation  depends  on 
products  and  services  obtained  primarily  from  the  country  of  the  reporting 
enterprise. 

5)  If  the  day-to-day  activities  of  the  foreign  operation  are  financed  primarily  from 
its  own  operations  and  local  borrowings  or  primarily  by  the  reporting  enterprise 
or  borrowings  from  the  country  of  the  reporting  enterprise. 

6)  Whether  there  is  very  little  interrelationship  between  the  day-to-day  activities 
of  the  foreign  operation  and  those  of  the  reporting  enterprise  or  whether 
intercompany  transactions  with  the  reporting  enterprise  form  a  dominant  part 
of  the  foreign  operation’s  activities. 

NOTE:  Full  marks  for  any  4  of  the  above  6  factors. 


Continued  .  .  . 
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(6) 


(10) 


(b) 

Temporal 

Current 

Fixed  Assets 

$600,000 

8.4 

m 

11.4 

400,000 

9.6 

(lA) 

11.4 

m 

Less:  Accumulated  Depreciation 

$180,000 

8.4 

m 

11.4 

(*4) 

120,000 

9.6 

m 

11.4 

(V4) 

Bonds  Payable 

11.4 

(i) 

11.4 

(i) 

(c)  Bonds  Payable  January  1,  1981 

FCU  500,000 

=  9.8  = 

$51,020 

December  31,  1981  FCU  500,000 

=  9.1  = 

54,945 

$  3,925 


December  31,  1981 


(3)  DR  Unrealized  Exchange  Loss 
CR  Exchange  Adjustment 
(or  Bonds  Payable) 


$  3,925 


$  3,925 


December  31,  1982 


Bonds  Payable  December  31,  1981  FCU  500,000  =  9.1=  $54,945 
December  31,  1982  FCU  500,000  h-  11.4  =  43,859 

$11,086 


(3)  DR  Exchange  Loss  $  436 

CR  Unrealized  Exchange  Loss  $  436 

This  would  record  the  amortization  for  the  year  1982.  (The  amount  is  $3,925 
=  9  =  $436,  since  there  are  9  years  to  amortize  the  $3,925,  i.e.,  December  31, 
1982  to  January  1,  1991.)  The  new  unrealized  exchange  gain/loss  amount 
would  not  be  amortized  until  1983  and  future  years. 

(4)  DR  Exchange  Adjustment  $  11,086 

(or  Bonds  Payable 

CR  Unrealized  Exchange  Loss  $  11.086 

The  unrealized  exchange  loss  account  would  now  have  a  credit  balance  of 
$7,597  ($3,925  —  $436  —  $1 1 ,086  =  $7,597cr).  Thus  there  has  been  a  reversal 
from  a  debit  to  a  credit  balance  but  all  that  is  being  recognized  for  income 
statement  purposes  is  the  amortization  of  last  year’s  balance  i.e. ,1/9  x 
$3,925.  Next  year  the  amortization  would  be  the  amortization  of  the  account 
with  its  current  balance,  i.e.  1/8  x  $7,597  but  now  it  would  be  credit  to 
exchange  gain.  One  could  continue  the  amortization  of  the  $3,925  at  $436 
per  year  as  an  exchange  loss  and  amortize  the  $1 1 ,086  at  the  rate  of  1/8  per 
year  for  the  remaining  years  as  an  exchange  gain.  The  net  of  these  two  gives 
the  same  number  but  may  be  a  bit  clearer  to  see. 
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25 


Q.3 


Accumulated 

Depreciation 

$10,000 

$115,000 

21.000 

$126,000 

Historical  cost  depreciation  was  $21,000 

(4)  (b)  December  31,  1981,  gross  current  cost 

$840,000  -  $34,000  =  $  806,000 


December  31,  1982,  gross  current  cost 


930,000 


$1,736,000 


Average  current  cost 
$1,736,000  -t-  2  = 

Depreciation  5% 


$  868,000 
$  43,400 


(1)  (c)  $930,000  -  30% 

$930,000  -  $279,000  =  $651,000 


Gross 

Current 

Cost 

Accumulated 

Depreciation 

Net 

Current 

Cost 

Average 

1982 

Dollars 

December  31,  1981 

$840,000 

$210,000 

$630,000  x  166  = 
147 

$711,429 

Depreciation 

— 

43,400 

(43,400)  x  166  = 
166 

(43,400) 

Disposals 

(29,333)* 

(7,333)* 

(22,000)  x  166  = 
166 

(22,000) 

Balancing  Figure 

+  119,333 

+  32,933 

+  86,400  x  166  = 
166 

+  86,400 

$732,429 

December  31,  1982 

$930,000 

$279,000 

$651,000  x  166  = 
185 

$584,141 

Discrepancy 

$148,288 

*$22,000  =  (.75)  (x) 
x  =  $29,333 

Answer  =  $86,400 

(6)  (e)  $  86,400  Change  in  current  cost 

-148,288  General  inflation  component 
$  (61,888)  Decrease  in  current  cost  net  of  inflation 

(4)  (f)  Backlog  adjustment  =  $32,933 
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Q.4  i)  $161,563,431  x  .005  = 


$  807,817 
+  243,000 


$1,050,817 

(3)  i)  General  Fund 


DR/CR 

Account  Title 

Dollar  Amount 

DR 

Estimated  Revenues 

$1,050,817 

CR 

Appropriations 

$981,432 

CR 

Fund  Balance 

69,385 

(3) 

DR 

Taxes  Receivable  —  Current 

$ 

807,817 

CR 

Revenues 

$7%,  317 

CR 

Estimated  Uncollectible  Taxes  — 

Current 

11,500 

Since  the  fines  etc.  are  estimated  and  may  or  may  not  be  collected,  they  are 

entered  into  revenue  until  collected. 

ii)  General  Fund 

(m 

DR 

Wages 

$ 

19,465 

CR 

Cash 

$  19,465 

(2) 

DR 

Reserve  for  Encumbrances 

$ 

1,550 

CR 

Encumbrances 

$  1,550 

(m 

DR 

Expenditures 

$ 

1,647 

CR 

Cash 

$  1,647 

iii)  General 

Fund* 

(2) 

DR 

Reserve  for  Encumbrances 

$ 

15,000 

CR 

Encumbrances 

$  15,000 

(2) 

DR 

Expenditures 

$ 

13,982 

CR 

Cash 

$  13,982 

*  Possible  entry  to  capital  fund. 


8  Q.5 

(6)  (a) 

i)  Trustees  (  fees)  and  Lawyers  (Fees) 

ii)  Employees  (wages) 

iii)  Municipalities  (taxes) 

(2)  (b)  (3  x  $2,000)  +  (3  x  $2,000)  =  $12,000 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 
24  Q 


ADVANCED  ACCOUNTING  521  EXAMINATION 
March,  1984 


Time:  3  Hours 

.  1  X  Ltd.  has  a  subsidiary  in  a  foreign  country  and  is  uncertain  as  to  whether  to  use  the 
temporal  method  or  the  current  method  for  translating  the  trial  balance  into  Canadian 
dollars.  The  exchange  rates  at  various  dates  are  as  follows: 

Exchange  Rates 

(Foreign  Currency  Units/Canadian  Dollars) 


Dates 

(FCU) 

January  1,  1979 

4.65 

July  1,  1979 

4.5 

December  31,  1979 

4.2 

1979  Average 

4.5 

July  1,  1980 

4.1 

December  31,  1980 

4.0 

1980  Average 

4.1 

July  1,  1981 

4.3 

December  31,  1981 

4.6 

1981  Average 

4.3 

March  31,  1982 

4.71 

July  1,  1982 

4.8 

August  1,  1982 

4.92 

December  31,  1982 

5.0 

1982  Average 

4.8 

January  1  to  July  1,  1982  Average 

4.7 

July  1  to  December  31,  1982  Average 

4.9 

The  data  presented  below  is  numbered  to  correspond  to  the  items  on  the  pre-closing 
trial  balance  of  the  foreign  subsidiary  as  at  December  31,  1982; 
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1.  Cash  is  the  amount  in  a  bank  in  the  foreign  country. 

2.  Accounts  receivable  are  net  and  expected  to  be  collected  within  6  months.  All 
accounts  are  in  the  foreign  country. 

3.  Inventory  is  on  LIFO  basis. 


FCU 

Opening  Inventory  Purchased  July  1,  1981 

800.000 

Purchases 

#1  March  31,  1982 

300,000 

#2  August  1,  1982 

200,000 

1,300,000 

Cost  of  Goods  Sold 

700,000 

Ending  Inventory 

600,000 

4.  Fixed  asset  is  a  building. 

5.  The  fixed  asset  is  being  depreciated  at  10%  per  year,  straight-line,  with  no  salvage 
value. 

6.  Land  was  purchased  on  July  1,  1979. 

7.  Accounts  payable  are  due  within  90  days  and  are  all  payable  to  suppliers  in  the 
foreign  country. 

8.  The  notes  payable  were  taken  out  January  1 ,  1979,  and  are  due  and  payable  July  1 . 
1983.  The  interest  rate  is  10%  and  a  full  year’s  interest  is  included  in  other 
expenses. 

9.  Bonds  payable  were  issued  July  1,  1980.  and  are  due  and  payable  July  1,  1990.  The 
interest  rate  is  10%  and  a  full  year's  interest  is  included  in  other  expenses. 

10.  The  shares  are  all  owned  by  X  Ltd.  and  were  purchased  when  the  subsidiary  was 
created  on  January  1,  1979. 

1 1 .  Retained  earnings  are  available  for  dividends  but  none  have  been  paid. 

12.  Sales  were  made  in  the  last  6  months  of  the  year  due  to  the  nature  of  the  business. 

13.  Cost  of  goods  sold:  see  3  and  12. 

14.  Depreciation:  see  5. 

15.  Other  expenses:  see  8  and  9.  The  balance  is  income  tax  and  was  paid  during  the 
last  6  months. 
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Foreign  Subsidiary 
Pre-Closing  Trial  Balance 


Item 

December  31,  1982 

umber 

Account  Name 

FCU 

1. 

Cash 

100,000 

2. 

Accounts  Receivable 

250,000 

3. 

Inventory,  LIFO 

600,000 

4. 

Fixed  Asset 

900,000 

5. 

Less:  Accumulated  Depreciation 

(270,000) 

6. 

Land 

700.000 

2,280,000 

7. 

Accounts  Payable 

140.000 

8. 

Notes  Payable 

100,000 

9. 

Bonds  Payable 

800,000 

10. 

Shares 

500,000 

11. 

Retained  Earnings  -  January  1,  1982 

630,000 

2,170,000 

12. 

Sales 

1 .000,000 

13. 

Cost  of  Goods  Sold 

(700,000) 

300,000 

14. 

Depreciation 

(90,000) 

15. 

Other  Expenses 

(100,000) 

110,000 

2,280,000 

REQUIRED: 


(6)  (a)  Under  what  circumstances  would  it  be  appropriate  for  X  Ltd.  to  use  the  temporal 

method? 


(18)  (b)  List  the  numbers  1  through  15  in  your  examination  booklet  and  indicate,  for  each 

item,  the  appropriate  exchange  rate  for: 

i)  the  temporal  method,  and 

ii)  the  current  rate  method. 

NOTE:  Do  NOT  do  the  conversion,  and  do  NOT  recopy  the  pre-closing  trial  balance 
amounts;  simply  give  the  appropriate  exchange  rates.  Use  the  following 
format  in  your  examination  booklet. 

Item  i)  Temporal  ii)  Current  Rate 

Number  Account  Name  Method  Method 


1 .  Cash 

2.  Accounts  Receivable 
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Q.2  On  January  1 ,  1981 ,  Zap  Ltd.  had  a  credit  balance  of  $487,000  in  the  Deferred  Income 
Tax  account.  The  net  book  value  of  the  depreciable  assets  was  $2,500,000  and  the 
Undepreciated  Capital  Cost,  for  tax  purposes,  was  $1 ,563,462.  Depreciation  for  1981 
was  $130,000  and  Capital  Cost  Allowance  was  $185,000. 

In  1982,  there  was  a  disposal.  The  asset  had  a  cost  of  $85,000,  was  40%  depreciated 
and  was  sold  for  proceeds  of  $56,000.  The  gain  was  included  in  other  income. 
Depreciation  for  the  year  was  $140,000  and  Capital  Cost  Allowance  was  $100,000. 


Net  Income  before  Income  Tax 

Year 

Tax  Rates  (Enacted) 

per  Financial  Statements 

1981 

45% 

$300,000 

1982 

55% 

410,000 

20 


REQUIRED: 

Prepare  all  tax  related  journal  entries  for  1981  and  1982. 


Q.3  On  July  1 ,  1982,  Zap  Ltd.  purchased  12%  of  the  outstanding  shares  of  Schemer  Ltd. 
for  $1,200,000.  The  shareholders’  equity  of  Schemer  Ltd.  was: 


July  1,  December  31,  December  31,  July  1, 
1982  1982  1983  1984 


Shares  ($1  par  value)  $2,000,000  $2,000,000 

Retained  Earnings  6,000,000  6,600.000 

$8,000,000  $8,600,000 


$2,000,000  $2,000,000 

7,100,000  6,800,000 

$9,100,000  $8,800,000 


The  July  1 ,  1982  acquisition  by  Zap  Ltd.  does  not  give  them  significant  influence.  On 
December  31,  1983,  Zap  Ltd.  acquired  a  further  20%  of  the  outstanding  shares  of 
Schemer  Ltd.  for  $2,300,000.  (This  acquisition  achieved  significant  influence  for  Zap 
Ltd.)  Zap  Ltd.  could  not  identify  the  cause  of  the  excess  price  paid  over  net  book 
value,  so  it  was  deemed  to  be  Goodwill  (with  a  20-year  amortization  period).  Schemer 
Ltd.  did  not  pay  dividends  in  1982,  but  paid  a  dividend  of  $1  per  share  on  January  1, 
1984. 

Both  companies  have  a  December  3 1  year-end  and  the  books  were  open  at  the  time  of 
the  20%  purchase. 

On  July  2.  1984,  Zap  Ltd.  sold  10%  of  its  holdings  in  Schemer  Ltd.  to  an  unrelated 
company  for  $450,000 . 

REQUIRED: 

Prepare  the  journal  entries  for  Zap  Ltd.  related  to  the  transactions  described  above  for 
1982,  1983  and  1984. 
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Q.4  S.  Ltd.  had  opening  inventory  of  4.000  units  at  a  LIFO  cost  of  $192,000.  During  the 
year,  the  company  had  the  following  pattern: 


Quarter  Units  Purchased  Cost  Per  Unit  Units  Sold 


First  Quarter 

6,000 

Second  Quarter 

7.000 

Third  Quarter 

7,800 

Fourth  Quarter 

9,000 

$52 

8,000 

$56 

6,500 

$59 

8,200 

$54 

7,000 

Closing  inventory  was  4,100  units  at  a  LIFO  cost  of  $209,600.  The  current  replace¬ 
ment  cost  at  the  year-end  was  $50  per  unit,  but  net  realizable  value  was  $60  and  had 
been  $60  all  year.  S.  Ltd.  uses  the  perpetual  method  of  keeping  inventory. 

The  replacement  cost  of  the  opening  inventory  was  $5 1  per  unit  and  the  net  realizable 
value  was  $60  per  unit. 


6 


REQUIRED: 

(a)  Calculate  the  current  cost,  per  the  Handbook  Section  4510,  of: 

(5)  i)  Cost  of  Goods  Sold,  and 

(2)  ii)  Closing  inventory. 

(5)  (b)  Calculate  the  increase  (decrease )  in  the  current  value  of  inventory  before  the  effect 

of  inflation. 

(5)  (c)  If  the  net  realizable  value  had  been  $40  for  the  entire  year  excluding  opening 

inventory,  but  including  ending  inventory,  how  would  your  answers  to  part  (a) 
change.  Be  specific,  i.e.,  use  dollars. 

Q.5  During  a  bankruptcy  meeting  votes  are  taken.  These  votes  may  be  for  an  ordinary 
resolution  or  a  special  resolution,  such  as  a  proposal. 

REQUIRED: 

(3)  (a)  How  many  votes  would  an  unsecured  creditor,  owed  $1 ,000.  have  for  an  ordinary 

resolution?  If  the  debt  was  $50,000? 

(3)  (b)  How  does  the  voting  for  a  special  resolution  differ  from  that  of  an  ordinary 

resolution? 
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Q.6  i)  Carson  City  bought  3  fire  trucks  and  a  mobile  breath  analyzer  vehicle  for  $684,000. 

This  purchase  had  been  approved  by  the  city  council  and  was  $8,000  higher  than 
authorized.  These  vehicles  are  to  be  recorded  on  the  books  of  the  city. 


100 


ii)  Carson  City  is  going  to  build  a  new  firehall,  total  cost  $1,568,473.  $1 ,000,000  will 
be  financed  from  bonds  issued  by  the  city,  $300,000  will  be  a  federal  grant  and  the 
province  has  agreed  to  pick  up  the  balance.  The  bonds  are  issued  at  a  premium  of 
$7,000  which  will  be  applied  to  the  construction. 

REQUIRED: 

Prepare  the  journal  entries  to  record  the  above  transactions  and  events.  Use  the 
following  format  in  your  examination  booklet.  Treat  each  item  i)  and  ii)  as  unrelated 
events. 

i)  _  Fund 

DR/CR  Account  Titles  Dollar  Amount 

If  more  than  one  fund  is  involved,  clearly  indicate  which  fund  is  being  used  above  the 
journal  entry.  Show  each  entry  separately  and  do  NOT  use  short-cut  methods. 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  ACCOUNTING  521  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 

General 

The  students  who  failed  appeared  to  have  one  of  three  faults:  (i) 
lack  of  familiarity  with  the  Handbook,  (particularly  sections 
1650  and  4510),  (ii)  did  not  read  the  question,  or  (iii)  did  not 
show  their  workings  in  anything  resembling  an  organized  manner. 
At  this  level,  workings  must  be  shown  in  an  orderly  manner  to 
obtain  part  marks  and  some  students  are  showing  no  workings  or 
workings  in  such  a  confused  jumble  that  they  appear  to  be  non¬ 
sense.  As  a  result,  they  receive  no  part  marks. 

Specific 

Q.l  In  part  (a)  students  tended  to  be  vague  and  wander  with 
their  answer  instead  of  brief  and  precise.  Part  (b)  re¬ 
quired  a  knowledge  of  current  versus  temporal  and  most 
students  did  well  but  quite  a  few  could  not  do  bonds  or 
retained  earnings  under  the  temporal. 

Q.2  Generally  very  well  done.  It  would  seem  that  the  students 
were  expecting  this  type  of  question  and  were  well  pre¬ 
pared  for  it. 

Q.3  This  question  was  a  disaster  and  there  was  no  excuse  for 
it.  The  question  was  very  similar  to  a  demonstration  in 
the  notes  and  an  assignment  question,  but  it  is  quite 
obvious  that  the  majority  of  the  students  were  unable  to 
do  the  equity  basis  of  accounting.  (40%  of  the  students 
could  not  record  the  receipt  of  a  dividend  under  the 
equity  basis.  ) 

0.4  This  was  another  current  value  question  from  section  4510 
and  generally  it  was  not  well  done  although  about  10% 
scored  100%  on  the  question,  so  it  can  be  mastered  by  the 
students.  This  area  is  THE  topic  under  discussion  by  pro¬ 
fessional  acountants  today  and  the  students  must  read  sec¬ 
tion  4510  before  attempting  the  exam. 

0.5  A  brief  question  to  see  if  the  students  knew  the  material 
on  fiduciary  accounting.  A  significant  number  did  well  and 
there  were  some  excellent  answers. 

q . 6  A  straightforward  government  accounting  question  which  was 
quite  similar  to  other  questions  on  previous  exams  and  was 
very  similar  to  a  demonstration  in  the  notes.  Most  stu¬ 
dents  did  very  well. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  ACCOUNTING  521  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


24  Q.l  (a)  The  temporal  method  would  be  used  when  the  operations  are  interdependent  or 
(2)  integrated, i.e.,  net  monetary  assets  could  or  would  be  transferable  to  parent,  etc. 

(2)  If  the  subsidiary  is  independent  but  in  a  country  where  the  currency  is  depreciating 

regularly  against  the  Canadian  currency,  then  the  temporal  method  would  be  used. 
Also,  if  the  domestic  company  were  conducting  foreign  currency  transactions. 


(b)  Foreign  Subsidiary 

Pre-Closing  Dial  Balance 

i)  Temporal  ii)  Current 


Item 

Number 

Account 

Name 

Method 

December  31,  1982  Exchange 

Foreign  Currency  Units  Factor 

Method 

Exchange 

Factor 

(1) 

1. 

Cash 

100,000 

5.0 

5.0 

(1) 

-2. 

Accounts 

Receivable 

250,000 

5.0 

5.0 

(1) 

3. 

Inventory 

600,000 

4.3 

5.0 

(1) 

4. 

Fixed  Asset 

900,000 

4.2 

5.0 

(1) 

5. 

Accumulated 

Depreciation 

(270,000) 

4.2 

5.0 

(1) 

6. 

Land 

700,000 

4.5 

5.0 

(1) 

7. 

Accounts 

Payable 

140,000 

5.0 

5.0 

(1) 

8. 

Notes 

Payable 

100,000 

5.0 

5.0 

(1) 

9. 

Bonds 

Payable 

800,000 

5.0 

5.0 

(1) 

10. 

Shares 

500,000 

4.65 

4.65 

(1) 

11. 

Retained 

Eamings 

630,000 

PLUG 

5.0 

(1) 

12. 

Sales 

1,000,000 

4.9 

4.9 

(3) 

13. 

Cost  of 
Goods  Sold 

(700,000) 

200,000  @  4.92 
300,000  @  4.71 
200,000  @  4.3 

4.9 

(1) 

14. 

Depreciation 

(90,000) 

4.2 

4.8 

(2) 

15. 

Other  Expenses  (100,000) 

Page  476 

10,000  @  4.8 

80,000  @  4.8 

10,000  @  4.9 

90,000  @  4.8 
10,000  @  4.9 

Page  1 
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20 


Q.2  487,000 

2,500.000  -  1,563,462 


.52  weighted  average  tax  rate 


1981 


(3) 

DR 

Income  Tax  Expense-Deferred 

$  24,750 

CR 

Deferred  Income  Tax  -  Non-current 
$130,000  -  $185,000  =  $55,000  x  .45 

(3) 

DR 

Income  Tax  Expense-Current 

$110,250 

CR 

Tax  Payable 

$300,000  +  $130,000  -  $185,000  = 
$245,000  x  .45  =  $110,250 

1982 


$  24,750 

$110,250 


(4)  DR  Deferred  Income  Tax  -  Non-current  $  20,644 

CR  Income  Tax  Expense-Deferred  $  20,644 

$140,000  -  $100,000  =  $40,000  x 
.5161*  =  $20,644 


_ 487,000  +  24,750 _  _  „  . 

(2,500,000  -  130,000)-  (1,563,462  -  185,000)  5  Drawdown 

(4)  Disposal 

DR  Income  Tax  Expense  -  Deferred  $  2,750 

CR  Deferred  Income  Tax  -  Non-current  $  2,750 

$56,000  -  .6  (85,000)  =  $5,000  gain 

Decrease  future  CCA  by  $56,000 

Decrease  future  depreciation  by  5 1 ,000 

$  5,000  x  .55  =  $2,750 

(3)  DR  Income  Tax  Expense  -  Current  $244,750 

CR  Income  Tax  Payable  $244,750 

$410,000  +  140,000  -  $100,000  - 
$5,000  =  $445,000  x  .55  =  $244,750 

Q.3  Purchase  #1  treated  on  a  cost  basis. 

July  1,  1982 

(l'/i)  DR  Portfolio  Investment*  $1,200,000 

CR  Cash  $1,200,000 

*or  marketable  securities  or  investment  in  shares. 


December  31,  1982 

No  dividends,  cost  basis,  therefore  no 
journal  entry. 

December  31,  1983 

(1  Vi)  DR  Investment  in  Schemer  (B) 

CR  Cash 

(1  Vi)  DR  Investment  in  Schemer  (A) 

CR  Portfolio  Investment 


$2,300,000 

$2,300,000 

$1,200,000 

$1,200,000 

Continued . . . 
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(3) 


Retained  Earnings  increased  by 
(7,100,000  -  6,000,000)  from  July  1,  1982  to 
December  31,  1983  and  Zap  Ltd.  owned  12% 

12%  (1,100,000)  =  $132,000 

DR  Investment  in  Schemer  (A)  $  132,000 

CR  Retained  Earnings  12%  (600,000) 

CR  Net  Income 


72,000 

60,000 


Goodwill  of  $1,200,000  -  .12  (8,000,000)  = 
$240,000  and  amortization  of  $12,000  per 
year. 


(2)  DR  Retained  Earnings 

6/12  x  $12,000  -  (1982) 

DR  Net  Income  -  (1983) 

CR  Investment  in  Schemer  (A) 


$  6,000 

$  12,000 


$  18,000 


January  1,  1984 

(2)  DR  Cash  32%  x  $2,000,000 

CR  Investment  in  Schemer  (A) 
CR  Investment  in  Schemer  (B) 


$  640,000 


$  240,000 
$  400,000 


July  1,  1984 

(2 Yi)  DR  Net  Income  $  18,000 

CR  Investment  in  Schemer  (A) 

(6/12  x  $12,000) 

CR  Investment  in  Schemer  (B) 

(6/12  x  $24,000) 

$2,300,000  -  .2  ($9,100,000)  =  $480,000 
Goodwill,  or  $24,000  per  year  amortization. 

Income  January  1,  1984  to  July  1,  1984 

($6.8M  -  $7.1M  +  $2M  =  $1.7M  x  32%  =  $544,000) 


$  6,000 

$  12,000 


(2)  DR  Investment  in  Schemer  (A) 
DR  Investment  in  Schemer  (B) 
CR  Net  Income 

Investment  in  Schemer  (A) 


$  204,000 
$  340,000 


$  544,000 


Investment  in  Schemer  (B) 


$1,200,000 

132,000 

204,000 

$  18,000 

240,000 

$2,300,000 

340,000 

$  400,000 
12,000 

6,000 

$1,536,000 

$  264,000 

$2,640,000 

$  412,000 

$1,272,000 

$2,228,000 

Thus,  cost  of  shares  sold  is: 

10%  ($1,272,000)  +  10%  ($2,228,000) 

July  2, 1984 

(4)  DR  Cash 

CR  Investment  in  Schemer  (A) 

CR  Investment  in  Schemer  (B) 

CR  Gain 


$350,000 


$  450,000 


$  127,200 
$  222,800 
$  100,000 
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Units 

Cost  Per  Unit 

Extension 

+  4,000 

$48 

192,000 

+  6,000 

$52 

312,000 

(8.000) 

6,000  x$  52 

2,000  x$  48 

312,000, 

96,000''  4  8,0(0) 

+  7,000 

$56 

392,000 

(6,500) 

$56 

(364,000) 

+  7,800 

$59 

460,200 

(8,200) 

7,800  x  $  59 

400  x  $  56 

460,200, 

22  W  (482’600) 

+  9,000 

$54 

486,000 

(7,000) 

$54 

(378,000) 

(a)  Current  Cost 

(5)  i)  Cost  of  goods  sold 

8,000  x  52  =  $416,000 
6,500  x  56  =  364,000 

8,200  x  59  =  483,800 
7,000  x  54  =  378,000  $1,641,800 


(2)  ii)  Closing  inventory 
4,100  x  50  =  $205,000 
(5)  (b) 


Opening 
+  Purchases 
-  Cost  of  Goods  Sold 

Plug 

Closing  Balance 


Historical  Cost  Current  Cost 


192,000 

1,650,200 

(1,632,600) 


209,600 


204,000* 

1,650,200 
(1,641,800) 
-  7,400 

205,000 


*4,000  x  51 

Decrease  in  current  cost:  $7,400 


(3)  (c)  Cost  of  goods  sold 

(8,000  +  6,500  +  8,200  +  7,000)  x  40  =  $1,188,000 

(2)  Closing  Inventory 

4,100  x  40  =  $164,000 
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Q.5 

(3)  (a)  $1,000  =  3  votes 

$50,000  =  3  +  49  =  52  votes 

(3)  (b)  Ordinary  resolution,  majority  of  dollar  votes,  but  special  is  majority  ofcreditorsd 

vote  each)  and  3/4  of  dollar  votes. 


16  Q.6 

(Vi)  i)  General  Fund 


(lVi) 

DR  Expenditure 

CR  Cash 

$  684,000 

(2) 

DR  Reserve  for  Encumbrances 

CR  Encumbrances 

$  676,000 

(Vi) 

General  Fixed  Asset  Group  of  Accounts 

(Hi) 

DR  Equipment 

CR  From  General  Fund 

$  684,000 

(Vi) 

ii)  Capital  Projects  Fund 

(2) 

DR  Projects  Authorized 

CR  Fund  Balance  OR 

Appropriations 

$1,568,473 

(3) 

DR  Due  from  Federal  Government 

DR  Due  from  Provincial  Government 

CR  Projects  Authorized 
•or  $268,473 

$  300,000 
•$  261,473 

(2) 

DR  Cash 

CR  Projects  Authorized 

$1,007,000 

(Vi) 

Long  Term  Debt  Group  of  Accounts 

(2) 

DR  Amount  to  be  provided  for 

Retirement  of  bonds 

CR  Term  Bonds  Payable 

$1,000,000 

$  684,000 
$  676,000 

$  684,000 

$1,568,473 

$  561,473 

$1,007,000 

$1,000,000 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


Marks 

11 


ADVANCED  ACCOUNTING  521  EXAMINATION 
June,  1984 


Time:  3  Hours 

Q.  1  (a)  Zap  Ltd.  owns  70%  of  the  shares  of  Cupie  Ltd.  The  price  paid  was  $1 ,740,000  and 

the  goodwill  created  at  the  time  of  purchase  was  $600,000.  (There  was  no  asset 
revaluation.)  As  of  July  1 .  1983,  Cupie  Ltd.  has  the  following  shareholders'  equity: 

Shares  (100.000  at  $8  Par)  $  800,000 
Retained  Earnings  1,400,000 

$2,200,000 


The  balance  in  the  Investment  in  Cupie  Ltd.  account  at  July  1,  1983  is  $1,990,000 
and  there  is  $450,000  goodwill.  Zap  Ltd.  instructs  Cupie  Ltd.  to  issue  20,000  new 
shares  to  an  unrelated  company  for  $30  per  share.  Cupie  Ltd.  does  so. 

REQUIRED: 

(5)  i)  Does  the  issue  of  shares  by  Cupie  Ltd.  to  an  unrelated  company  affect  Zap  Ltd.?  If 
so,  how?  (Demonstrate  the  effect  using  journal  entries  OR  explain  why  no  journal 
entries  are  required.) 

(2)  ii)  Calculate  the  goodwill  that  would  be  reflected  in  the  Investment  in  Cupie  Ltd. 
account  after  the  issue  of  new  shares. 

(4)  (b)  Alta  Ltd.  owns  80%  of  the  voting  shares  of  Quip  Ltd.  The  balance  of  the  Invest¬ 

ment  in  Quip  Ltd.  account  is  $943,000  (equity  basis)  and  reflects  goodwill  of 
$142,000.  The  net  book  value  of  Quip  Ltd.  is  $1,001,250.  Quip  Ltd.  buys  the  20% 
outstanding  shares  from  the  minority  interest  shareholders  for  $310,000  and  can¬ 
cels  them. 

REQUIRED: 

Prepare  any  journal  entries  required  by  Alta  Ltd.  to  record  the  purchase  of  the 
remaining  shares.  If  no  journal  entries  are  required,  explain  why.  What  is  the  goodwill 
in  the  Investment  account  after  this  transaction? 
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Q.2  i)  The  village  of  Hoggtown  had  estimated,  at  the  beginning  of  1983,  its  revenues  to  be 
$2,489,631  and  its  expenditures  to  be  $2,224,653.  The  actual  revenues  were 
$2,384,691  and  the  actual  expenditures  were  $1,849,372,  but  there  were  purchase 
orders  of  $789,463  still  outstanding  at  the  end  of  the  year  which  had  been  charged 
to  the  current  year.  The  opening  balance  of  the  “Fund  Balance”  account  was 
credit  $387,841. 

ii)  Hoggtown  has  just  completed  a  deluxe  three-story  city  hall.  Costs  for  the  city  hall 
plus  an  additional  $7,43 1  in  cash  were  accumulated  in  a  separate  fund.  This  fund  is 
to  be  closed,  the  cash  transferred  elsewhere  and  the  city  hall  put  to  use.  The  total 
cost  of  the  city  hall  was  $1,463,849. 

REQUIRED: 

(15)  (a)  Prepare  all  the  required  journal  entries  for  the  village  of  Hoggtown  for  the  year. 

Use  the  following  format  in  your  examination  booklet. 

i)  _ Fund 

DR/CR  Account  Titles  Dollar  Amount 

If  more  than  one  fund  is  involved,  clearly  indicate  which  fund  is  being  used  above 
the  journal  entry.  Show  each  entry  separately  and  do  not  use  short-cut  methods. 

(6)  (b)  Prepare  a  statement,  in  good  form,  showing  the  Analysis  of  Changes  in  Fund 

Balance  Account  for  the  general  ledger  for  1983. 


13  Q.3 

(5)  (a)  During  1983,  Sub  Ltd.,  80%  owned  by  Par  Ltd.,  sells  inventory,  costing $740,000, 

to  Par  Ltd.  for  $890,000;  Par  Ltd.  has  30%  of  these  goods  unsold  at  year-end. 

REQUIRED: 

How  will  this  affect  the  Consolidated  Financial  Statements  to  be  prepared  at  the  1983 
year-end? 

(8)  (b)  On  January  1,  1983,  Sub  Ltd.,  80%  owned  by  Par  Ltd.,  sells  a  building  to  Par  Ltd., 

costing  $300,000  and  60%  depreciated,  with  5%  depreciation  per  year,  for 
$750,000.  Par  Ltd.  will  depreciate  the  asset  5%  per  year. 

REQUIRED: 

How  will  this  affect  the  Consolidated  Financial  Statements  to  be  prepared  at  the  1983 
year-end? 
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Q.4  Cue  Ltd.  opened  a  branch  about  1,600  kilometres  from  head  office.  Head  office 
management  intends  to  give  the  branch  managers  significant  responsibility,  since  they 
will  eventually  be  candidates  for  top  management  positions  in  the  company. 

The  following  transactions  occurred  during  the  first  month  of  operation: 

1)  The  head  office  purchased  land  ($35,000)  and  a  building  ($1 10,000)  for  the  branch; 
these  assets  were  transferred  to  the  branch.  The  company  furnished  the  building 
with  equipment  which  it  leases  for  $800  per  month.  (The  payments  will  be  made  by 
the  branch.)  The  head  office  has  notified  the  branch  that  the  depreciation  charges 
on  the  building  will  be  $450  per  month. 

2)  A  petty  cash  fund  of  $4,000  was  transferred  to  the  branch  bank  account. 

3)  Inventory  costing  $19,000  was  transferred  to  the  branch  at  a  mark-up  of  $7,000. 

4)  The  branch  paid  salaries  to  its  employees  ($1,300)  for  the  first  month. 

5)  The  branch  purchased  inventory  of  $37,000  from  outside  suppliers.  A  physical 
count  at  the  month-end  showed  a  total  of  $9,000  of  inventory  remained.  The 
company  uses  a  periodic  inventory  system. 

REQUIRED: 

Using  the  following  format  in  your  examination  booklet ,  prepare  journal  entries  to 
record  the  above  transactions.  Do  not  prepare  closing  entries,  except  for  cost  of  goods 
sold. 

Branch  Office  Head  Office 

Transaction  Amount  Amount 

Number  Account  Name  DR/CR  Account  Name  DR/CR 

Q.5  Lo  Cost  Ltd.  is  a  fully  integrated  subsidiary  of  Hi  Cost  Ltd.  and  is  located  in  Mexico. 
At  the  end  of  1982  the  inventory  on  the  Balance  Sheet  of  Lo  Cost  was  800,000  pesos  at 
FIFO  cost  and  878,000  pesos  at  replacement  cost.  The  year-end  exchange  rate  was  149 
pesos  to  the  Canadian  dollar.  The  purchases  of  Lo  Cost  Ltd.  for  1982  were: 


Pesos 

Exchange  Rates 

Purchase  #1 

300,000 

P150/$l 

Purchase  #2 

400,000 

P145/$l 

Purchase  #3 

500,000 

P130/$l 

Purchase  #4 

200,000 

P 1 20/$ 1 

REQUIRED: 

(a)  In  terms  of  foreign 

currency, 

what  is  hedging? 

(4)  (b)  What  is  the  Canadian  dollar  amount  for  inventory  on  the  consolidated  financial 

statements  at  the  end  of  1982? 

Q  .6  Quip  Ltd .  is  uncertain  about  the  income  tax  allocation  method  and  has  come  to  you,  an 
auditor,  for  advice.  You  are  provided  with  the  following  information. 

i)  As  of  January  1,  1981,  the  company  has  fixed  depreciable  assets  with  a  book 
value  of  $1,400,000.  These  same  assets  have  a  Undepreciated  Capital  Cost  for 
tax  purposes  of  $800,000.  The  company  has  used  the  taxes  payable  method  to 
date  and  must  now  switch  to  the  income  tax  allocation  method.  You  have 
determined  that  an  appropriate  weighted  average  tax  rate  for  the  period  preced¬ 
ing  January  1,  1981,  is  43.8%. 
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ii)  In  198 1 ,  the  company  started  a  warranty  for  its  product.  The  full  accrual  method 
was  used  for  accounting,  but  the  tax  department  ruled  that  only  cash  expenses 
would  be  allowed  for  tax  purposes. 


Warranty  Expense 

Accrual  Basis 

Cash  Basis 

1981 

$300,000 

$120,000 

1982 

380,000 

395,000 

1983 

410,000 

435,000 

The  accrued  liability  was  shown  as  a  current  liability  at  the  end  of  each  period 
since  the  warranty  period  was  only  18  months. 


Capital  Cost 

Depreciation 

Allowance 

1981 

$130,000 

$  70,000 

1982 

150.000 

0 

1983 

160,000 

0 

iv)  There  were  no  other  differences  between  accounting  income  and  taxable  in¬ 
come. 

v)  The  tax  rates,  enacted,  were: 


Year 

Tax  Rates 

1981 

45% 

1982 

50% 

1983 

55% 

vi)  The  net  income  before  income  tax,  per  the  financial  statements  was: 


Net  Income 

Year 

Before  Income  Tax 

1981 

$400,000 

1982 

(920,000) 

1983 

250,000 

vii)  There  was  no  virtual  certainty  regarding  the  loss  carry-forward,  but  there  was 
reasonable  assurance  with  regard  to  the  temporary  timing  differences. 

viii)  The  company  did  not  refile  the  1981  tax  return  to  adjust  the  capital  cost  allow¬ 
ance  claimed. 

REQUIRED: 

(26)  (a)  Prepare  all  tax  related  journal  entries  for  1981  and  1982. 

(3)  (b)  What  amounts  would  appear  on  the  Balance  Sheet  in  1981  for  the  tax  related 

accounts? 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  ACCOUNTING  521  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

Performance  on  this  examination  was  quite  poor,  and  it  was  apparent  that 
many  students  were  not  adequately  prepared.  As  usual,  many  students  did 
not  answer  the  specific  examination  questions  that  were  asked.  It  was  also 
clear  that  the  Handbook  was  not  well  known.  This  deficiency  has  become 
increasingly  evident  over  recent  exam  sessions,  and  unless  corrected,  will 
lead  to  repeated  failures. 


Specific 

Q.  1  The  question  was  very  poorly  answered:  the  problem  seemed  to 

be  a  lack  of  familiarity  with  the  Handbook  ■  Some  of  the  journal 
entries  were  quite  creative,  and  in  part  (b),  many  students  incorrectly 
debited  goodwill  and  credited  the  investment  account. 


Q-2 


The  fourth  entry  for  (a)(i)  was  generally  unknown. 


2-3 


Q.4 


Q.5 


Q.6 


The  question  was  a  "disaster"  in  that  students  generally  did  not 
observe  the  numbers  in  the  question,  but  answered  it  on  a  purely 
subjective  basis.  This  was  an  assured  way  to  fail. 

This  was  a  very  simple  question  that  some  students  had  trouble 
answering. 

Part  (b)  gave  most  students  a  lot  of  trouble.  Even  if  they  applied 
the  "lower  of  cost  or  market"  rule,  and  calculated  the  market 
amount,  they  would  omit  to  state  which  would  be  used. 

This  deferred  income  tax  question  had  a  few  aspects  which  made 
it  a  bit  different,  and  these  were  not  well  handled,  especially 
the  first  entry. 
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Marks 

11 


ADVANCED  ACCOUNTING  521  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Q.l  (a) 

i)  Thepercentageownershipgoesfrom70%to70,000/120,000OR58.3  %.Thebook 
value  of  the  investment  goes  from 


Before 


After 


Shares  100,000  x  8  $  800,000 

Contributed  Surplus 
Retained  Earnings  1,400,000 

$2,200,000 


120,000  x  8  $  960,000 

20,000  x  22  440,000 

1,400,000 
$2,800,000 


20,000  x  $30  =  $600,000  increase 

Zap  Ltd.  gets  58.3  %  of  the  increase  OR  $350,000. 


(2)  DR  Investment  in  Cupie  Ltd. 

CR  Gain  on  reduction  in  ownership 


$  350,000 

$  350,000 


The  percentage  goes  from  70%  to  58.3  %;  therefore,  the  percentage  change  is: 

(.7  -  .5833)  =  .1667 
.7 

.  1667($1,990,000)  =  $331,667  decrease 


(3)  DR  Loss  on  reduction  in  ownership  $  331,667 

CR  Investment  in  Cupie  Ltd.  $  331,667 

$1,990,000  +  350,000  -  331,667  =  $2,008,333 


.5833(2,800,000) 

+  (!  —  ,  1667)  (450,000) 

$2.008.333 


(2) 

ii)  Goodwill,  $450,000  (1  -  .1667) 

$ 

375,000 

(4) 

(b)  .8  ($1,001,250) 

$ 

801,000 

1.0  ($1,001,250  -  310,000) 

691,250 

$ 

109,750  decrease  in  value  of  investment 

No  journal  entry  for  Alta  Ltd.  The  value  of  Goodwill  increases  from  $142,000  to 
($142,000  +  109,750)  $251,750. 
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DR/CR 


Account  Titles 


Dollar  Amount 


21 


Q.2 

(a) 

(Vi) 

i)  General  Fund 

DR 

Estimated  revenues 

$2,489,631 

(2) 

CR 

Appropriations 

$2,224,653 

CR 

Fund  Balance 

264,978 

(1V4) 

DR 

Revenues 

$2,384,691 

DR 

Fund  Balance 

104,940 

CR 

Estimated  Revenues 

$2,489,631 

(2) 

DR 

Appropriations 

$2,224,653 

DR 

Fund  Balance 

414,182 

CR 

Expenditures 

$1,849,372 

CR 

Encumbrances 

789,463 

(2) 

DR 

Reserve  for  Encumbrances 

$  789,463 

CR 

Reserve  for  Encumbrances  -  1983 

$  789,463 

(Vi) 

ii)  Capital  Projects  Fund 

(2) 

DR 

Fund  Balance 

$  7,431 

CR 

Cash 

$  7,431 

(Vi) 

General 

Fund  OR  Debt  Services  Fund 

(lVi) 

DR 

Cash 

$  7,431 

CR 

Contributions  (Revenue) 

$  7,431 

(Vi) 

General 

Fixed  Asset  Group  of  Accounts 

DR 

Asset 

$1,463,849 

(2) 

CR 

From  Capital  Projects  Fund 

$1,463,849 

(b) 

Hoggtown  Village 

(lVi) 

General  Fund 

Analysis  of  Changes  in  Fund  Balance  Account 

For  the  Fiscal  Year-End,  1983 

(Vi) 

Fund  Balance,  opening 

$  387,841 

(2) 

Add: 

Excess  of  revenues  over 

expenditures 

Revenues  $2,384,691 

ExDenditures  1,849,372 

535,319 

$  923,160 

(1) 

Deduct: 

Reserve  for  Encumbrances  1983 

789,463 

(1) 

Fund  Balance,  Closing 

$  133,697 
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Q.3  (a)  $890,000  —  $740,000  =  $150,000  x  .3  =  $45,000  of  intercompany  profit. 

(1V4)  Reduce  Consolidated  Net  Income  by  $45,000  x  .8  =  $36,000. 

(1  l/i)  Reduce  Closing  Inventory  by  $45,000. 

(2)  Reduce  Minority  Interest  by  $45,000  x  20%  =  $9,000. 


(b)  Cost  $300,000 

-Accumulated  Depreciation  180,000 


Book  Value  $120,000 

Proceeds  750,000 

Intercompany  Profit  $630,000 


(1)  Reduce  Consolidated  Net  Income  by  $630,000  x  .8  =  $504,000. 

(2)  Reduce  Minority  Interest  by  $630,000  x  .2  =  $126,000 

(1)  Reduce  Consolidated  Assets  by  $630,000  -  22,500  =  $607,500. 

(2)  Reduce  Depreciation  Expenses  and  Accumulated  Depreciation  5%  ($750,000  - 
$300,000)  =  $22,500.* 

(2)  Increase  Minority  Interest  by  $22,500  x  .2  =  $4,500. 

‘Alternate  solution  =  $31,500. 
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Q.4 


Branch  Office 


Head  Office 


Transaction  Amount  Amount 

Number  Account  Name  DR/CR  Account  Name  DR/CR 


(3) 

1) 

Land 

$  35,000 

Branch  Office 

Building 

110,000 

Cash 

Head  Office 

' 

$145,000 

<m) 

Equipment  Lease 
Expense 

Cash 

$  800 

$ 

800 

No  Journal  Entry 

(iw) 

Depreciation 

Expense 

Accumulated 

$  450 

No  Journal  Entry 

Depreciation 

$ 

450 

(3) 

2) 

Cash 

$  4,000 

Branch  Office 

Head  Office 

$ 

4,000 

Cash 

(4) 

3) 

Purchases 

$  26,000 

Branch  Office 

Head  Office 

$ 

26,000 

Inventory 

Over-valuation 

(m 

4) 

Salaries  Expense 

$  1,300 

No  Journal  Entry 

Cash 

$ 

1,300 

(1V4) 

5) 

Purchases 

$  37,000 

No  Journal  Entry 

Cash 

$ 

37,000 

(2) 

Cost  of  Goods  Sold 

$  54,000 

No  Journal  Entry 

Purchases 

Inventory 

$  9,000 

$ 

63,000 

$145,000 

$145,000 


$  4,000 

$  4,000 

$  26,000 

$  19,000 
7,000 


8  Q.5 

(4)  (a)  Hedging  refers  to  avoiding  risk  of  foreign  exchange  fluctuations  through  forward 

exchange  contracts  or  buying  the  foreign  currency  and  depositing  it  in  the  bank. 

(4)  (b)  Inventory  at  cost: 

200,000  -  120  =  $1,667 

500,000  -s-  130  =  3,846 

100,000  -h  145  =  690 

800,000  $6,203 

Inventory  at  replacement: 

878,000  -t-  149  =  $5,893 

Amount  would  be  $5,893 
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Q.6  (a)  1981 

A  prior  period  adjustment  is  required  to  record  the  change  in  accounting  principle. 

(3)  DR  Prior  Period  Adjustment  $262,800 

CR  Deferred  Income  Tax  $262,800 

($1,400,000  -  800.000  =  $600,000  x  .438)  =  $262,800 

(3)  DR  Deferred  Income  Tax  —  Current  $  81,000 

CR  Income  Tax  Expense  —  Deferred  $  81,000 

($300,000  -  120,000  =  $180,000  x  .45)*  =  $81,000 

*The  student  could  use  45%  if  he  regards  the  two  DIT  accounts  as  being 
separate,  or  43.8%  if  he  regards  them  as  being  the  same  for  computation. 
(Different  for  statement  presentation.) 

(3)  DR  Deferred  Income  Tax  —  Non-current  $  26,280 

CR  Income  Tax  Expense  —  Deferred  $  26,280 

($130,000  -  70,000  =  $60,000  x  .438)*  =  $26,280 
*  Drawdown 


(3)  DR  Income  Tax  Expense  —  Current  $288,000 

CR  Income  Tax  Payable  $288,000 

($400,000  +  $130,000  -  $70,000  +  $300,000 
-  $120,000  =  $640,000  x  .45) 


m) 


1982 

DR  Income  Tax  Expense  —  Current  $  6,750 

CR  Deferred  Income  Tax  —  Current  $  6,750 

($380,000  -  $395,000  =  $15,000  x  .45)*  =  $6,750 


*  This  is  a  drawdown  and  the  tax  rate  must  be  appropriate  to  the  tax  rate  used  in 
1981. 

(3'/$)  DR  Deferred  Income  Tax  —  Non-Current  $  65,700 

CR  Income  Tax  Expense  —  Deferred  $  65  700 

(150,000  -0)  x  .438*  =  $65,700 

*  Still  a  drawdown. 

($920,000)  +  $150,000  -  0  +  $380,000  -  $395,000  =  ($785,000)  -  $640,000  = 
($145,000) 

(3)  DR  Tax  Receivable  $288,000 

CR  Income  Tax  Recovery  $288  000 

($640,000  x  .45)  =  $288,000 

(4)  DR  Deferred  Income  Tax  —  Non-Current  $  79,750 

CR  Income  Tax  Recovery  $  79  750 

($145,000  x  .55)*  =  $79,750 
‘Future  tax  rate  is  appropriate. 

Less  than  deferred  income  tax  balance  and 
less  than  (depreciation  -  capital  cost  allowance) 
x  5  x  tax  rate. 

(b)  1981 

(IV2)  Current  Assets 

Deferred  Income  Tax  —  Current  $  74  ?50 

($81,000  -  $6,750) 

(IV2)  Deferred  Credits 

Deferred  Income  Tax  $236  520 

100 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  SYSTEMS  525  EXAMINATION 

March,  1984 

Marks 

Time:  3  Hours 

13  Q.  1 

Richard  D.  Mason  in  his  article  “Basic  Concepts  for  Designing  Management 
Information  Systems”  provides  a  classification  that  can  be  used  to  define  the  level  of 
support  that  the  information  (or  decision  support )  system  gives  to  management  in  the 
decision-making  process.  One  of  these  is  called  predictive  information  system. 

REQUIRED: 

(8) 

(a)  What  is  a  predictive  information  system?  Explain  fully. 

(5) 

(b)  What  is  the  relationship  of  a  modeling  language  such  as  IFPS  (Interactive  Financial 
Planning  System)  or  Visicalc  to  predictive  information  systems? 

12  Q.2 

An  important  step  in  the  system  implementation  phase  is  to  decide  on  a  system 
conversion  approach.  Modular  conversion  and  phase-in  conversion  are  two  of  the  four 
basic  approaches  to  conversion. 

REQUIRED: 

(6) 

(a)  Briefly  describe  the  modular  and  phase-in  conversion  approaches. 

(6) 

(b)  Describe  the  advantages  and  disadvantages  of  each  approach. 

20  Q.3 

A  control  procedure  should  be  adopted  if  its  benefit  exceeds  its  cost.  Explain  how  the 
benefit  and  cost  of  the  following  controls  can  be  estimated  (be  sure  to  consider  both 
tangible  and  intangible  benefits  and  costs). 

(5) 

(a)  separation  of  functions; 

(5) 

(b)  data  security  provisions; 

(5) 

(c)  turnaround  documents;  and 

(5) 

(d)  input  validation  routines. 
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25  Q.4 

(12)  (a)  Define  the  terms  pointer,  chain,  and  ring. 

(2)  (b)  i)  What  is  an  inverted  list? 

(9)  ii)  Based  on  the  data  representation  shown  in  Figure  1  draw  inverted  lists  based  on 

skill,  location,  and  experience. 

(2)  iii)  Using  the  inverted  lists  drawn  in  ii)  explain  how  you  would  locate  which 

accountants  are  located  in  Montreal. 


FIGURE  1 


[  Storage  1 
1  address  i 

Employee  Employee 
number  name 

Skill 

code 

Location 

code 

Experience 
in  years 

P 

S 

PL 

PE 

600 

200 

J.  Jones 

02 

CA 

10 

1000 

1100 

1500 

700 

201 

P.  Takata 

01 

TO 

7 

1100 

1300 

— 

800 

202 

J.  Johnson 

03 

MO 

3 

900 

900 

1200 

900 

203 

D.  Campbell 

03 

MO 

2 

1400 

1200 

1700 

1000 

204 

C.  Lebon 

02 

VN 

4 

1300 

1400 

— 

1100 

205 

R.  DeSica 

01 

CA 

1 

1200 

1700 

1600 

1200 

206 

A.  Allie 

01 

MO 

3 

1600 

800 

800 

1300 

207 

N.  Wong 

02 

TO 

5 

1500 

1600 

— 

1400 

208 

S.  Soleil 

03 

VN 

8 

1700 

1500 

— 

1500 

209 

H.  Schulz 

02 

VN 

10 

600 

1000 

600 

1600 

210 

S.  Baker 

01 

TO 

1 

700 

700 

1100 

1700 

211 

J.  Genet 

03 

CA 

2 

800 

600 

900 

Legend 

Skill  codes 
01  Programmer 
02  Systems  analyst 
03  Accountant 


Location  codes 

CA  Calgary 
MO  Montreal 
TO  Toronto 
VN  Vancouver 


Pointer  fields 

P  s  Pointer  to  skills 
P  l  Pointer  to  cities 
P  g  Pointer  to  years 
of  experience 
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Q.5  Gourmet  Foods,  an  international  manufacturer  of  food  products,  is  planning  to  use 
money  back  coupons  to  promote  its  products  in  Canada.  The  coupons  will  appear  in 
selected  printed  media  and  will  have  face  values  of  25c  or  50c.  These  coupons  will  be 
redeemed  at  the  supermarkets,  batched  weekly  and  mailed  to  Gourmet  Food’s  data 
processing  centre  in  Winnipeg.  The  supermarkets  will  receive  5c  per  coupon  for  handling 
charges. 

Gourmet  Foods  will  conduct  a  one  year  trial  campaign.  Coupons  will  appear  in  the 
selected  media  on  the  first  week  in  March,  June,  September,  and  December.  In  the  middle 
of  the  following  month  (6  weeks  after  coupons  were  advertised)  management  would  like 
to  assess  the  impact  of  its  campaign.  The  following  report  is  requested  by  management: 

%  Sales  Increase 

25c  Coupons  Redeemed  50c  Coupons  Redeemed  (Decrease) 

Product  Marketing  This  Year-to-Dale  This  Yegr-to-Oate  This  This  Year 

Code  Region  Period _  Period  Period 

The  five  marketing  regions  are:  British  Columbia,  Prairies,  Ontario,  Quebec  and 
Maritimes. 

Percentage  sales  increase  (decrease)  This  Period  is  calculated  as  follows: 

Compare  the  sales  in  the  month  of  promotion  (that  is,  March,  June,  September,  or 
December)  to  the  last  two  months’  average  sales  (that  is,  January  and  February  for  the 
March  promotion). 

Percentage  sales  increase  (decrease)  This  Year  is  calculated  as  follows: 

Compare  average  sales  from  the  start  of  the  year  (January)  to  the  corresponding  month’s 
average  sales  in  the  previous  year. 

The  company  manufactures  about  1,000  different  product  types. 

Y ou  are  asked  to  assist  Gourmet  Foods  by  designing  a  computer  based  system  to  produce 
the  information  desired  by  management. 

REQUIRED: 

(10)  (a)  Indicate  the  different  types  of  input  transaction  record(s)  and  their  contents. 

(10)  (b)  Indicate  the  file(s)  required,  the  layout  of  the  records,  and  the  file  organization 

method. 

(10)  (c)  Draw  a  system  flowchart  (you  do  not  have  to  show  the  data  editing  and  error 

correction  procedures  in  the  flowchart)  for  maintaining  the  files  and  producing  the 
needed  report. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  SYSTEMS  525  EXAMINATION 
March,  1984 
EXAMINER’S  COMMENTS 


Specific 


0.1  Overall,  the  question  was  quite  well  done  and  the  vast 
majority  of  the  students  appeared  cognizant  of  the  general 
characteristics  and  issues  involved  in  predictive  informa¬ 
tion  systems. 

Some  specific  weaknesses: 


(a)  -  the  ability  of  these  systems  to  reduce  information 
overload  and  allow  managers  to  cope  was  often 
omitted  in  the  answers; 

-  the  appropriate  situations  in  which  the  system  could 
be  employed  was  usually  missed  (i.e.,  appropriate 
for  problem  environments  containing  a  large  number 
of  complex  and  uncertain  variables); 

-  a  fair  number  of  students  did  not  appear  to  under¬ 
stand  whose  assumptions  drove  the  model  (i.e., 
management  and  corporate  view  not  those  of  systems 
designers) ; 


(b)  -  did  not  explicitly  state  (or  realize?)  that  these 
software  packages  permitted  managers  to  develop 
their  own  models,  independent  of  systems  analysts 
and  programmers. 


0.2  (a)  and  (b)  Generally  well  done. 


Problem  areas: 

i)  complete  reversal  of  the  two  methods, 

ii)  old  system  was  not  mentioned  at  all  in  relation  to 
phased-in  method. 


Q.3  Overall  the  question  was  quite  well  done  and  in  many  cases 
the  students  came  up  with  valid  costs  and  benefits  not 
included  in  the  suggested  solution. 

A  general  weakness  found  in  a  significant  minority  of  the 
papers  was  a  confusion  as  to  what  constitutes  cost  and 
benefit.  A  reduction  in  potential  loss  by  implementing  a 
specific  control  procedure  is  appropriately  labelled  a 
benefit;  many  students  thought  this  to  be  a  cost. 

Specifically: 

(a)  An  increase  in  the  separation  of  duties  and  special¬ 
ization  of  tasks  will  not  likely  lead  to  increased  job 
satisfaction.  Indicates  a  weakness  in  understanding  of 
general  concepts  of  organizational  behavior. 
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(b)  Answers  were  somewhat  vague  (i.e.,  cost  to  implement 
security  procedures).  It  appeared  that  many  students 
did  not  recognize  the  specific  components  of  data 
security  (e.g.,  tape  librarian,  back-up  files,  off¬ 
site  storage,  etc.). 

A  greater  emphasis  appeared  to  be  placed  on  physical 
security  from  theft  rather  than  protection  against 
loss  due  to  system  failure. 

(c)  and  (d)  Both  very  well  done. 

Q.4  In  general  this  question  was  handled  very  well  by  the  stu¬ 
dents  who  appeared  to  have  a  good  grasp  of  data  organiza¬ 
tion  techniques. 

(a)  The  definitions  were  handled  well,  although  many  stu¬ 
dents  did  not  specifically  relate  to  chaining  as  a 
logical  process. 

(b)  i)  The  definition  of  an  inverted  list  often  lacked 

one  of  the  components.  The  students  would  refer 
to  an  index  of  attributes  or  a  list  containing 
addresses  but  not  to  a  list  of  specific  attri¬ 
butes  and  their  storage  address. 

ii)  Quite  well  done.  A  small  minority  of  students 
included  a  great  deal  of  redundant  information  in 
the  list  and  did  not  seem  to  realize  that  only 
the  attribute  and  addresses  were  required. 

iii)  Well  done.  A  fair  number  of  students  failed  to 
search  on  both  index  keys  and  instead  found  the 
locations  of  one  attribute  and  then  scanned  the 
actual  record.  This  is  not  the  most  efficient 
method  of  locating  the  solution. 

Q.5  Some  areas  were  better  than  others.  Usually,  the  students 
were  consistent  in  their  use  of  files,  etc.,  in  all  three 
sections. 

Too  much  concern  about  handling  charges,  media  effective¬ 
ness,  inventory  files,  A/R,  etc.  Appears  they  lost  the 
question  in  all  the  detail;  forgot  the  objectives  stated 
in  the  question,  that  is,  how  to  produce  the  reports  given 
in  the  question. 

(a)  -  many  assumed  the  batches  were  totaled  and  separated 
by  value  prior  to  input, 

-  many  assumed  historical  sales  needed  to  be  input  as 
a  transaction, 

-  many  used  average  sales  calculations  as  an  input 
record, 

-  single  record  for  sales  and  coupons. 


Paf?e  495 


Continued. . . 


(b)  Major  problems: 


-  One  file  with  everything  in  it  -  coupons,  sales  pre¬ 
vious,  sales  current.  Many  included  %  or  average  of 
two  months  as  fields. 

-  Two  files  but  distinguished  by  time  rather  than  con¬ 
tent  : 

current  -  coupons  and  sales 
historical  -  sales 

-  Historical  Sales  were  entirely  omitted. 

-  Coupon  files  were  separated  by  value. 

-  Sales  files  were  separated  by  region. 

(c)  Many  had  all  the  files  going  to  one  process  box,  with 
output  being  updates  and  reports. 

Majority  of  people  who  input  sales  separately  would 
merge  the  coupons  inputs  and  sales  input  into  one 
transaction  file  and  then  proceed. 

A  large  number  did  not  have  historical  sales  in  part 
(b)  but  used  one  in  part  (c).  It  appears  they  realized 
its  need  too  late. 

There  was  much  confusion  with  respect  to  how  many  of 
the  products  to  which  the  coupons  applied. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  SYSTEMS  525  EXAMINATION 

March,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

13  Q.  1 

(8) 

(a)  Predictive  Information  Systems.  In  a  predictive  information  system  the  manager  asks 
“what  if”  questions.  The  information  system  is  based  on  a  set  of  assumptions  about 
the  behavior  of  the  relevant  objects  and  activities  of  the  firm  and  the  environment. 
The  system  predicts  a  set  of  expected  results  (perhaps  even  probability  distributions) 
for  various  alternative  courses  of  action  deemed  relevant  by  the  decision  maker.  This 
type  of  system  supports  managers  by  focusing  on  the  relevant  information  for 
particular  decisions,  thus  reducing  the  information  overload.  Financial  planning  and 
budget  simulation  models  are  excellent  examples  of  this  type  of  system.  Most  of  these 
financial  planning  models  are  founded  on  simple  financial  and  cost  accounting 
relationships  and  transactions,  which  can  be  expressed  as  systems  of  equations.  The 
manager  may  give  the  information  system  the  current  financial  position  of  the  firm,  a 
sales  forecast,  a  set  of  revenue  and  cost  transaction  assumptions,  and  a  set  of 
collection  and  inventory  policies  or  assumptions.  A  pro  forma  income  statement, 
balance  sheet,  and  statement  of  changes  in  financial  position,  as  well  as  information 
such  as  return  on  investment  and  earnings  per  share,  can  be  generated  by  the  system 
given  these  assumptions.  ’ 

The  impact  of  these  alternative  assumptions  and  actions  on  the  financial  statement  is 
thus  inferred  by  the  system.  No  attempt  is  made  by  the  system  to  evaluate  the 
predicted  results  or,  in  the  example  cited,  the  pro  forma  set  of  financial  statements. 
The  manager  must  do  the  evaluation  and  ultimate  selection  of  a  course  of  action. 

This  type  of  system  works  well  when  the  volume  of  data  is  large,  interrelationships 
among  the  data  items  are  complicated,  and  the  interrelationships  are  predictable  or, 
in  the  case  of  financial  statements,  follow  a  general  set  of  rules,  such  as  generally 
accepted  accounting  principles.  As  in  budgeting,  many  alternatives  can  be  assessed  by 
the  decision  maker.  Many  “what  if’  questions,  such  as,  “What  is  the  impact  on  the 
financial  statements  of  a  price  decrease  of  10  percent,  which  according  to  market 
research  will  yield  a  5  percent  increase  in  sales?”,  can  also  be  asked.  When  using  such  a 
system,  management  must  be  cognizant  of  all  underlying  assumptions  to  ensure  that 
they  coincide  with  the  manager’s  best  assessment  of  reality  and  with  corporate 
policies. 

(5) 

(b)  Software  such  as  IFPS  (Interactive  Financial  Planning  System)  or  Visicalc  for  small 
computer  systems  provide  managers  with  a  convenient  way  to  build  their  own 
models.  IFPS  also  has  built-in  capabilities  such  as  WHAT  IF  and  SENSITIVITY  to 
manipulate  the  model  parameters  in  order  to  determine  for  example  the  influence  of 
price  changes  on  the  profit  figure. 

12  Q.2 

(6) 

(a)  Modular  Conversion.  Modular  conversion,  sometimes  termed  the  “pilot  approach”, 
refers  to  the  implementation  of  a  system  into  the  organization  on  a  piecemeal  basis. 
For  example,  an  order  entry  system  could  be  installed  in  one  sales  region  and,  if 
proved  successful,  installed  in  a  second  sales  region,  etc.  An  inventory  system  might 
be  another  example.  The  inventory  system  might  be  converted  with  only  a  selected 
product  grouping  or  with  all  products  in  one  location  of  a  multiple-location 
organization. 

Continued 
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Phase-in  Conversion.  The  phase-in  approach  is  sirailiar  to  the  modular  approach. 
This  approach  differs,  however,  in  that  the  system  itself  is  segmented,  not  the 
organization.  For  example,  the  new  data  collection  activities  are  implemented  and  an 
interface  mechanism  with  the  old  system  is  developed.  This  interface  allows  the  old 
system  to  operate  with  the  input  data.  Later,  the  new  data  base  access,  storage,  and 
retrieval  activities  are  implemented.  Once  again,  an  interface  mechanism  with  the  old 
system  is  developed.  Another  segment  of  the  new  system  is  installed  until  the  entire 
system  is  implemented.  Each  time  a  new  segment  is  added,  an  interface  with  the  old 
system  must  be  developed. 

(6)  (b)  The  advantages  to  the  modular  approach  are:  (1)  the  risk  of  a  system’s  failure  is 

localized;  (2)  the  problems  identified  in  the  system  can  be  corrected  before  further 
implementation  is  attempted;  and  (3)  other  operating  personnel  can  be  trained  in  a 
“live”  environment  before  the  system  is  implemented  at  their  location.  One 
disadvantage  to  this  approach  is  that  the  conversion  period  for  the  organization  can 
be  extremely  lenghty.  More  importantly,  this  approach  is  not  always  feasible  for  a 
particular  system  or  organization. 

The  advantages  to  the  phase-in  approach  are  that  the  rate  of  change  in  a  given 
organization  can  be  minimized,  and  data  processing  resources  can  be  acquired 
gradually  over  an  extended  period  of  time.  The  disadvantages  to  this  approach  are 
the  costs  incurred  to  develop  temporary  interfaces  with  old  systems,  limited 
applicability,  and  a  demoralizing  atmosphere  in  the  organization  of  “never 
completing  a  system”. 

20  Q.3 

(5)  (a)  The  cost  here  is  tangible,  consisting  of  the  salaries  of  additional  employees,  if  any, 

who  must  be  hired  in  order  to  accomplish  separation  of  functions.  The  benefit  is 
much  less  tangible,  comprising  primarily  the  reduction  in  the  risk  of  loss  from  fraud. 
One  approach  might  be  to  estimate  an  “expected  benefit”  as  a  product  of  the  possible 
loss  from  fraud  and  the  reduction  in  probability  of  fraud. 

(5)  (b)  The  costs  here  are  also  relatively  tangible,  including  the  costs  of  maintaining  a  tape 

library,  performing  special  procedures,  maintaining  duplicate  files,  and  so  forth.  The 
benefit  is  intangible,  consisting  of  the  reduction  in  risk  of  loss  of  vital  business  data. 
Once  again  an  “expected  benefit”  might  be  estimated  as  the  product  of  the  cost  of  data 
reconstruction  and  the  probability  of  data  loss. 

(5)  (c)  When  compared  with  the  alternative  of  key  entry,  turnaround  documents  have  no 

cost,  but  actually  provide  a  cost  saving  in  data  preparation  time.  Another  benefit  is 
that  of  increased  accuracy,  which  can  be  measured  in  terms  of  reduced  error  rates,  but 
for  which  a  dollar  value  is  very  difficult  to  determine. 

(5)  (d)  The  cost  here  consists  of  the  extra  programming  and  processing  time  required  to 

prepare  and  execute  the  input  validation  routines.  The  benefits  are  intangible  and 
difficult  to  measure  in  dollars.  The  primary  benefit  is  the  increase  in  accurracy  of  files 
and  output.  In  this  and  the  other  cases,  the  decision  must  be  primarily  subjective, 
since  a  reliable  dollar  value  is  unlikely  to  be  available. 
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25  Q.4 

(12)  (a)  Refer  to  pp.  245-258  of  the  text  for  a  detailed  discussion. 

A  pointer  is  anything  that  will  allow  the  accessing  mechanism  to  locate  a  specific 
record. 

A  pointer  could  be  defined  as  a  data  item  associated  with  an  index,  a  record,  or  other 
set  of  data  which  contains  the  address  of  a  related  data  item  or  record.  It  allows  data 
to  be  related  and  referenced. 

Logical  chaining  associates  records  that  have  something  in  common  according  to  the 
record  content,  whether  those  records  are  in  the  same  physical  file  or  in  different  files. 
A  chain  represents  a  logical  path  through  the  data  base,  thereby  associating  groups  of 
records  and  fields  within  records  to  provide  responses  to  information  requests. 

Rings  are  chains  that  do  not  have  an  end-of-chain  indication  (i.e.,  an  asterisk)  in  the 
last  record.  Instead,  the  last  record  of  the  chain  contains  a  pointer  back  to  the  entry 
record. 

(2)  (b)  i)  When  retrieval  can  be  based  on  a  large  number  of  attributes,  searching  with 

embedded  pointers  becomes  complicated  and  inefficient.  Inverted  lists  provide 
an  alternative  way  to  obtain  specific  information  more  efficiently.  With  inverted 
lists,  attribute  data  values  are  placed  in  an  index.  The  index  entries  relate  the 
search  parameter  to  the  addresses  of  all  records  that  correspond  to  the  search 
parameters. 

(9)  ii)  Inverted  lists: _  _ _ 


Skill  code 

Storage  addresses 

Experience 
in  years 

Storage 

addresses 

01 

700,  1100,  1200,  1600 

i 

1100,  1600 

02 

600,  1000,  1300,  1500 

2 

900,  1700 

03 

800,  900,  1400,  1700 

3 

800,  1200 

4 

1000 

Location 

Storage 

5 

1300 

code 

addresses 

6 

— 

CA 

600,  1100,  1700 

7 

700 

MO 

800,  900,  1200 

8 

1400 

TO 

700,  1300,  1600 

9 

— 

VN 

1000.  1400,  1500 

10 

600,  1500 

(2)  iii)  Steps  in  determining  this  answer  consist  of:  (a)  retrieving  the  list  of  storage 

addresses  from  MO  category  in  the  location  code  inverted  list:  (b)  retrieving  the 
list  of  storage  addresses  from  the  03  category  in  the  skill  code  inverted  list;  (c) 
comparing  the  two  above  lists  and  selecting  those  addresses  that  match  (in  this 
case,  800  and  900);  and  (d)  retrieving  and  outputting  the  records  from  addresses 
800  and  900,  namely  those  pertaining  to  J.  Johnson  and  D.  Campbell. 
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30  Q.5 

(10)  (a)  Input  records: 

Coupon  Record: 

—  Product  code 
—  Coupon  value  (25c  or  50c) 

—  Marketing  region  code 
—  Date 

Sales  Record: 

—  Product  code 
—  Sales  amount 
—  Date  (month,  year) 

—  Marketing  region 

(10)  (b)  Coupon  file: 

—  Product  code 

—  25c  coupons  redeemed  from  marketing  region  1  Year-to-Date 

—  50c  coupons  redeemed  from  marketing  region  1  Year-to-Date 

—  25c  coupons  redeemed  from  marketing  region  5  Year-to-Date 

—  50c  coupons  redeemed  from  marketing  region  5  Year-to-Date 

Sales  file: 

—  Product  code 

—  Sales  per  month  for  each  marketing  region  (for  each  of  the  last  12  months 
previous  to  the  start  of  the  campaign). 

—  Sales  per  month  for  each  marketing  region  (for  each  month  since  the  start  of 
the  campaign). 

Both  files  are  sequentially  organized  by  product  code. 


Continued . . . 
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(10)  (c) 


NOTE:  .AH  the  files  are  shown  to  be  stored  on  magnetic  disks.  They  could  also  be  stored 
on  magnetic  tapes.  Other  file  layout  (structures)  could  be  appropriate. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS*  ASSOCIATION  OF  CANADA 


ADVANCED  SYSTEMS  525  EXAMINATION 

June,  1984 

Marks 

Time:  3  Hours 

10  Q.l 

Information  requirements  of  management  differ,  among 
other  things,  according  to  the  level  of  management  and 
the  functional  area  of  the  manager.  Based  on  this 
fact,  discuss  why  each  of  the  following  is  generally 
an  inappropriate  reporting  practice: 

(2) 

(a)  Providing  hourly  reports  to  the  president. 

(2) 

(b)  Providing  complete  listings  of  the  status  of  all 
production  jobs  and  inventory  items  to  the  produc¬ 
tion  manager. 

(2) 

(c)  Providing  the  income  statement  and  balance  sheet 
for  the  last  period  to  the  sales  manager  when  she 
requests  information  that  will  enable  her  to  plan 
the  sales  activities  for  the  coming  year. 

(2) 

(d)  Providing  information  concerning  Monday's  employee 
productivity  to  the  assembly  production  foreman  on 
Wednesday . 

(2) 

(e)  Providing  responsibility  reports  to  the  respective 
production  foremen  that  include  allocations  of 
plant  depreciation  and  other  overhead  costs  and 
cost  variances  related  to  these  allocated  costs. 

20  Q .  2 


(5) 

(a)  Briefly  explain  the  difference  between  a  tree  and 
a  network  structure. 

(15) 

(b)  Oil  Can  wants  to  establish  a  data  base  for  its 
credit  card  system.  The  data  items  Oil  Can  wants 
to  maintain  in  its  credit  card  data  base  are: 

Card  expiration  date 

Customer  name 

Customer  number 

Dealer  location 

Dealer  name 

Dealer  number 

Product  number 

Purchase  date 

Quantity  purchased 

Sale  amount  (in  $  figures) 

Unit  price 
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REQUIRED: 


Establish  records  for  customer,  dealer  and 
product.  Indicate  which  data  items  (from  the 
list  on  the  previous  page)  are  to  be  included 
in  each  record. 

Prepare  a  logical  data  base  diagram  to  deter¬ 
mine: 

-  what  products  the  customer  purchased  on 
credit ; 

-  with  what  dealers  a  customer  charged  the 
purchases ; 

-  what  products  were  purchased  on  credit  from 
specific  dealers. 

Indicate  whether  the  diagram  you  have  design¬ 
ed  represents  a  tree  or  a  network  structure. 

been  engaged  by  the  Atlantic  Coast  Credit 
Union  to  examine  its  financial  statements  for  the  year 
ended  December  31,  1982.  The  CGA  who  examined  the 

financial  statements  at  December  31,  1981,  rendered  an 
unqualified  opinion. 

In  January  1982,  the  Credit  Union  installed  an  online 
real-time  computer  system.  Each  teller  in  the  Credit 
Union's  head  office  and  seven  branch  offices  has  an 
online  input-output  terminal.  Customers'  mortgage  pay¬ 
ments  and  savings  account  deposits  and  withdrawals  are 
recorded  by  the  teller  at  the  time  of  the  trans¬ 
action.  The  teller  keys  the  proper  account  number  and 
enters  the  information  in  the  terminal  keyboard  to 
record  the  transaction.  The  accounting  department  at 
head  office  has  both  punched  card  and  CRT  input-output 
devices.  The  computer  is  housed  at  the  head  office. 

You  would  expect  the  Credit  Union  to  have  certain 
internal  controls  because  an  online  real-time  computer 
system  is  employed.  List  the  internal  controls  that 
should  be  in  effect  solely  because  this  type  of  system 
is  employed,  classifying  them  as: 

(10)  (a)  controls  pertaining  to  input  of  information,  and 

(10)  (b)  all  other  types  of  computer  controls. 


(6)  i) 


(6)  ii) 


(3)  iii) 
20  Q.3  You  have 
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Q.4  Suzanne  Bazay,  a  systems  analyst  for  the  Winston  Manu¬ 
facturing  Company  of  Halifax,  Nova  Scotia,  was  recent¬ 
ly  given  the  assignment  of  developing  a  new  purchase 
ordering  system  for  the  firm. 

Being  a  recent  graduate  of  a  Canadian  business  school 
where  she  had  been  exposed  to  the  latest  forecasting 
techniques,  she  decided  that  these  should  provide  the 
foundation  for  her  design  of  the  purchasing  system. 
Consequently,  she  developed  a  sophisticated  ordering 
model  that  incorporated  usage  forecasts,  economic 
order  quantities,  quantity  discount  analysis,  and  sup¬ 
plier  evaluation  features.  As  a  result,  the  system 
would  automatically  produce  a  purchase  order  that 
needed  only  to  be  approved  by  a  buyer  and  the  purchas¬ 
ing  manager  before  being  mailed  to  the  supplier. 

Upon  presenting  her  new  design  to  her  superior  and 
then  to  higher  management,  she  was  accorded  a  puzzled 
reception.  However,  after  she  pointed  out  such  bene¬ 
fits  as  reduced  inventory  costs  and  fewer  stock-outs, 
the  reception  became  quite  warm  and  approval  was 
granted. 

She  then  turned  to  the  implementation  of  the  new  pur¬ 
chase  ordering  system.  After  writing  the  necessary 
programs  and  conducting  extensive  tests,  she  presented 
the  system  to  the  buyers  at  a  special  meeting.  (The 
purchasing  manager  could  not  attend,  since  he  was  out- 
of-town.  However,  he  had  been  informed  the  previous 
week  by  the  president  that  the  new  system  had  the 
approval  of  top  management  and  that  he  was  to  allow 
Suzanne  complete  freedom  in  putting  it  into  effect.) 
At  the  meeting,  several  buyers  were  impressed,  espe¬ 
cially  since  the  new  system  involved  the  use  of  com¬ 
puter  terminals.  A  few  buyers  seemed  a  bit  dubious, 
but  Suzanne  assured  them  of  the  benefits  described 
above . 

When  the  new  system  was  completely  installed,  Suzanne 
met  again  with  the  buyers  to  explain  the  use  of  new 
forms  and  the  sequence  of  steps  necessary  to  operate 
the  installed  terminals.  She  also  left  some  operating 
instructions,  which  she  had  written  the  previous  week¬ 
end,  consisting  of  about  20  typed  pages.  (She  had 
meant  to  develop  some  diagrams  and  other  instructional 
aids  to  show  at  the  meeting,  but  the  implementation 
schedule  was  rather  tight  and  she  did  not  have  the 
time .  ) 
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At  the  end  of  the  same  day  the  president  issued  a  bul¬ 
letin  in  which  he  stated  that  the  new  system  would  re¬ 
quire  the  services  of  one-half  the  current  number  of 
buyers.  For  the  present  all  buyers  would  be  kept;  how¬ 
ever,  at  the  end  of  one  month  only  those  buyers  who 
appeared  to  have  adjusted  easily  and  enthusiastically 
to  the  new  system  would  be  kept  in  their  positions. 
Others  would  be  transferred  to  new  positions  (if 
available)  and  completely  retrained,  or  would  be 
helped  to  find  employment  outside  the  firm. 

REQUIRED: 

(10)  (a)  Discuss  the  human  relations  problems  caused  by 

actions  taken  and  not  taken  by  Suzanne  and  the 

president  during  the  development  and  implementa¬ 
tion  of  the  new  purchase  ordering  system. 

(10)  (b)  Suggest  specific  steps  which,  if  taken  during  this 

period,  would  have  rendered  the  new  system  more 

operationally  feasible. 

Q.5  Hamburger  City  is  a  chain  of  fast— food  restaurants 
located  in  the  Lower  Mainland  of  British  Columbia.  It 
is  a  competitor  of  McDonald's  and  its  operations  and 
services  are  similar. 

The  downtown  Vancouver  restaurant  of  the  chain  would 
like  to  install  a  computer  system  for  sales  analysis 
and  inventory  control.  This  restaurant  has  about  3,000 
customers  daily.  It  has  the  typical  menu  you  would 
find  in  a  hamburger  establishment,  with  about  20  items 
on  the  menu  including  beverages.  The  ingredients  for 
each  menu  item  are  specified  by  Hamburger  City  head¬ 
quarters.  For  example,  a  cheeseburger  is  to  have  four 
ounces  of  meat,  one  ounce  of  cheese,  two  ounces  of 
lettuce,  one  ounce  of  "miracle"  sauce,  and  one  bun.  No 
menu  item  has  more  than  7  ingredients.  There  are  a 
total  of  12  ingredients  used. 

The  store  is  planning  to  use  a  point-of-sale  cash  ter¬ 
minal  to  capture  input  data. 
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The  reports  requested  by  management  for  each  day  must 


be  in  the 

following 

format : 

Name  of 
Menu 

I  tern 

Sales 

Today 

Revenue 

Today 

Sales 

Month-to- 

Date 

Revenue 

Month-to- 

Date 

Name  of 
Ingredient 

Quantity 

Used 

Today 

Quantity 

Used 

Month-to- 

Date 

Quantity- 

on-Hand 

Re-order 
Point 
Reached 
(Yes  or 
No) 

You  are  asked  to  assist  Hamburger  City  by  designing  a 
computer  system  for  their  downtown  restaurant  which 
would  produce  the  reports  shown  above.  Consider  the 
following  in  your  design: 

The  prices  of  the  menu  items  are  specified  by 
Hamburger  City  headquarters.  They  are  changed 
approximately  every  six  months  upon  the  directive 
of  headquarters. 

Hamburger  City  has  long-term  contracts  with  the 
suppliers  of  the  ingredients.  Assume  the  cost  of 
the  ingredients  is  fixed. 

NOTE:  In  your  answer  do  not  concern  yourself  with  the 
raw  materials  inventory  (ingredients)  replenish¬ 
ment  procedures. 


REQUIRED: 


(3)  (a)  What  are  the  input  records  and  their  contents? 

(10)  (b)  What  files  are  required  and  what  are  their 

contents? 


(7)  (c)  Briefly  describe  how  the  files  you  have  specified 

will  be  updated  and  reports  will  be  produced. 

(10)  (d)  Draw  a  system  flowchart  to  illustrate  the  process 

you  have  described  in  part  (c). 


100 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  SYSTEMS  525  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


Specific 


Q.1 


Q.2 


Q-3 


Q.4 


Q-5 


This  question  was  very  well  answered  by  all  but  a  few  students. 

(a)  Many  students  did  not  indicate  that  a  tree  has  a  single  root 
node.  Some  thought  that  a  tree  could  only  have  2  levels. 
Many  students  indicated  that  a  network  had  to  have  multiple 
root  nodes  and  connections . 


(b)  i)  Most  students  replicated  the  data  fields  in  the  various 

records.  They  do  not  appear  to  understand  that  one 
idea  behind  a  data  base  is  to  reduce  redundancy. 

ii)  Some  of  the  students  drew  completely  unreadable  diagrams, 
or  did  not  know  how  to  draw  a  logical  data  base  diagram. 
Many  drew  a  tree  structure  rather  than  a  network. 

iii)  Answers  were  satisfactory. 

(a)  The  two  most  frequently  missed  points  were: 

(1)  Segregation  of  duties  with  respect  to  initiation 
of  inputs  and  testing  by  EDP  personnel; 

(2)  Audit  staff  should  not  initiate  input  to 
computer  when  checking  their  own  work. 

(b)  The  most  frequently  missed  point  was  that  internal  audit 
staff  should  have  responsibility  for  testing  accounts,  trans¬ 
actions,  errors,  etc.,  but  changes  should  be  approved  providing 
proper  segregation  of  duties. 


The  question  was  well  answered.  Very  few  students  questioned 
Suzanne's  suitability  for  the  job,  assuming  her  position  in  the 
job  was  a  "given".  Several  did  not  suggest  that  Suzanne  and  the 
team  should  have  reviewed  other  packages  or  models. 

(a)  There  were  many  extra  fields  in  the  input  record.  Students 
did  not  understand  that  much  of  the  data  could  be  generated 
by  the  program  with  the  use  of  the  two  main  files,  such  as 
sales,  revenue,  price  and  cost. 
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(b)  Students  forgot  that  each  menu  item  had  ingredients  associated 
with  it.  Many  included  daily  sales  and  revenue,  daily  quantity 
used  in  the  master  files.  Some  assumed  separate  files  for 
this  data.  Others  did  not  understand  the  transaction  file 
could  be  processed  daily,  and  that  these  figures  could  be 
generated. 

(c)  Many  answers  contained  no  explanation  on  how  ingredient  and 
item  files  interface,  or  no  explanation  of  how  revenue  figures 
were  calculated. 

(d)  Many  extra  files  were  used.  Students  did  not  understand 
that  only  two  main  files  were  needed  to  produce  the  required 
reports.  There  were  difficulties  with  the  flowchart,  dead-end 
files  and  undefined  processing;  the  sort  was  omitted.  These 
problems  arose  from  having  extra,  unnecessary  files. 
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CERTIFIED  GENERAL  ACCOUNTANTS*  ASSOCIATION  OF  CANADA 

ADVANCED  SYSTEMS  525  EXAMINATION 
June,  1984 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


10 


20 


0.1 

(2)  (a)  Hourly  reports  for  the  president  are  inappropriate 
because  they  are  too  frequent;  top-level  managers 
are  more  concerned  with  trends  and  the  long-range 
future  than  with  extreme  timeliness. 

(2)  (b)  Complete  listings  of  all  production  jobs  and  in¬ 
ventory  items  for  the  production  manager  are  in— 
appropriate  because  they  can  create  "information 
overload";  a  higher-level  manager  needs  summarized 
information  and  exception  reports. 

(2)  (c)  Financial  statements  pertaining  to  the  last  period 
are  inappropriate  for  the  sales  manager,  since  she 
needs  future-directed  information  (i.e.,  projected 
financial  statements  and  sales  forecasts)  in  plan¬ 
ning  the  sales  activities  for  the  coming  year. 

(2)  (d)  Information  concerning  Monday's  employee  produc¬ 

tivity,  if  received  on  Wednesday  by  a  production 
foreman,  is  inappropriate  because  it  is  untimely. 
To  be  sufficiently  timely,  it  should  be  received 
within  a  day. 

(2)  (e)  Information  concerning  cost  allocations  of  plant 
depreciation  and  other  overhead  costs  is  inappro¬ 
priate  for  a  production  foreman,  since  the  costs 
are  not  controllable  by  him.  Responsibility  re¬ 
ports  should  only  provide  information  concerning 
controllable  costs  to  production  foremen. 

Q.2 

(5)  (a)  In  a  tree  structure,  (i)  the  tree  must  have  a  sin- 

216  root  node,  and  (ii)  all  nodes  other  than  the 
root  node  must  be  related  to  one  and  only  one 
higher  level  node. 


In  a  network  structure  these  two  conditions  do  not 
have  to  exist;  that  is,  there  could  be  multiple 
root  nodes  and  any  node  could  be  related  to  more 
than  one  higher  level  node. 
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(6)  (b)  i)  Customer  Record:  Customer  number 

^  '  Customer  name 

Card  expiration  date 

Dealer  Record:  Dealer  number 

Dealer  name 
Dealer  location 

Product  Record:  Product  number 

Quantity  purchased 
Unit  price 

Sale  amount  (in  $  figures) 
Purchase  date 


(6) 


ii) 


Customer  Record 


NOTE:  Another  possible  answer  is  as  follows: 

The  branch  ( - *-)  from  the  customer  record  to 

the  dealer  record  could  be  eliminated  in  the 
above  figure.  In  this  case,  the  question 
"with  what  dealers  a  customer  charged  the 
purchases"  would  be  answered  in  the  following 
fashion: 

First  find  the  product(s)  a  customer  pur¬ 
chased  on  credit,  then  find  the  dealer  parent 
of  that  product  record. 

Both  answers  are  equally  acceptable.  The 
second  method  is  more  efficient  in  terms  of 
storage  space  but  less  efficient  in  terms  of 
search  time. 

(3)  iii)  Both  options  are  network  structures. 
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0.3 

(10)  (a)  The  internal  controls  pertaining  to  input  of 
information  that  should  be  in  effect  because  an 
online  real-time  computer  processing  system  is  em¬ 
ployed  should  include: 


i)  A  self-checking  digit  or  some  other  redundant 
check  should  be  used  with  every  account  num¬ 
ber  to  prevent  an  entry  to  a  wrong  account. 

ii)  A  daily  record  of  all  transaction  inputs  from 
each  input  terminal  should  be  produced  as  a 
by-product  of  the  computer  processing  to  pro¬ 
vide  this  supplement  record. 


iii)  EDP  personnel  should  not  initiate  inputs  to 
the  computer  except  for  testing  purposes  so 
that  a  proper  segregation  of  duties  is  main¬ 
tained.  Any  testing  should  be  done  after 
regular  processing  is  completed  and  should  be 
recorded  in  the  computer  log. 

iv)  The  internal  audit  staff  should  not  initiate 
input  to  the  computer  so  they  will  not  be 
checking  their  own  work. 

v)  Computer  file  security  should  be  provided  to 
assure  that  entries  are  not  made  to  the 
accounts  except  during  normal  processing 
periods. 


(10)  (b)  The  internal  controls  which  should  be  in  effect 

pertaining  to  matters  other  than  information  input 
are  as  follows: 


i)  Account  balances  should  be  printed  out  or 
dumped  on  magnetic  tape  at  regular  intervals 
to  provide  for  record  reconstruction  and 
testing. 

ii)  Policy  tests  should  be  included  in  the  com¬ 
puter  program  to  permit  ready  identification 
of  obvious  exceptions,  e.g.,  a  withdrawal 
from  an  account  should  not  exceed  the  balance 
on  deposit  in  the  account. 
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S525J84 


iii)  The  internal  audit  staff  should  have  the 

responsibility  for  testing  accounts  and 
transactions  and  checking  error  listings. 
Adjustments  to  the  accounts  proposed  by  the 
internal  audit  staff  should  first  be  approved 
by  a  responsible  official  and  then  be 

recorded  in  the  normal  manner  to  provide 
proper  segregation  of  work. 

iv)  Account  balance  printouts  and  transaction 
records  necessary  to  reconstruct  the  accounts 
should  be  maintained  in  a  separate  location 
from  the  computer  file  storage  as  a  precau¬ 
tion  against  simultaneous  destruction. 

v)  There  should  be  provision  for  continued  oper¬ 
ation  to  avoid  a  time  loss  in  case  of  com¬ 
puter  failure,  e.g.,  each  terminal  should 
have  mechanical  registers  in  addition  to  the 
computer's  electronic  registers. 

vi)  Security  should  be  provided  at  each  terminal 
to  assure  that  certain  operations  can  only  be 
initiated  by  authorized  supervisory  person¬ 
nel  . 


(a)  The  approach  taken  by  Suzanne  and  the  president 
very  likely  caused  numerous  human  relations 
(people)  problems  during  the  development  and 
implementation  of  Winston's  new  purchase  ordering 
system.  These  problems  were  due  largely  to  the 
following  actions  and  non-actions. 

i)  Selection  of  an  ordering  model  that  may  be 
too  difficult  for  the  buyers  to  understand. 

ii)  Lack  of  early  communication  concerning  plans 
to  develop  the  new  system. 

iii)  Preparation  of  poor  training  aids  intended  to 
help  buyers  use  and  understand  the  new 
system.  (Operating  instructions  consisting  of 
20  typed  pages,  with  no  diagrams,  would  be 
difficult  to  follow.) 

iv)  Lack  of  involvement  by  the  key  users  -  the 
purchasing  manager  and  the  buyers  -  in  the 
design. 

v)  Insensitivity  of  the  president  to  the  feel¬ 
ings  of  the  purchasing  manager  and  the 
buyers . 
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vi)  Inappropriate  policy  issued  by  the  president 
concerning  the  retention  of  buyers  ("those 
who  appeared  to  have  adjusted  easily  and 
enthusiastically  to  the  new  system").  This 
policy  would  likely  cause  buyers  to  withhold 
questions  that  would  help  them  to  understand 
how  to  use  the  system  effectively,  since 
questioners  would  appear  to  have  difficulty 
in  "adjusting",  it  also  might  generate  false 
expressions  of  praise  for  the  system,  as  a 
means  of  showing  "enthusiasm". 

(10)  (b)  Specific  steps  that  should  have  been  taken 

include: 

i)  Assigning  the  project  to  a  more  experienced 
person,  and  assigning  Suzanne  as  the  project 
assistant.  This  would  have  enabled  Suzanne  to 
gain  valuable  experience  with  respect  to 
human  relations,  but  to  avoid  making  the  ser¬ 
ious  errors  committed  in  this  situation. 

ii)  Communicating  information  concerning  the  pro¬ 
ject  to  the  purchasing  manager  and  buyers  at 
an  early  meeting.  The  president  should  have 
explained  the  benefits  of  the  new  system  and 
expressed  his  full  support. 

iii)  Soliciting  the  full  participation  of  the  pur¬ 
chasing  manager  and  buyers  at  the  above  meet¬ 
ing  and  through  frequent  interviews  and  other 
contacts  initiated  by  the  project  analysts 
(i.e.,  Suzanne  and  the  project  manager).  The 
purchasing  department  should  have  been  encou¬ 
raged  to  offer  suggestions  and  to  ask  ques¬ 
tions. 

iv)  Examining  carefully  the  various  ordering 
models  available,  with  a  view  to  developing 
one  that  was  understandable  to  the  buyers. 
Perhaps  a  simpler  model  should  have  been 
selected  at  first,  with  sophistications  being 
added  as  the  buyers  gained  confidence  in  its 
use. 

v)  Providing  training  in  the  new  system  and 
model  that  began  during  the  system  implemen¬ 
tation  phase,  continued  into  the  operational 
phase,  and  that  was  based  upon  well-developed 
training  aids  (with  diagrams  and  simula¬ 
tions  )  . 
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(3) 


(10) 


vi)  Providing  reassurance  to  the  buyers  and  a 
plan  for  adjustments  that  was  fair.  The 
president  should  have  had  another  meeting  to 
discuss  the  personnel  plans  fully.  He  should 
have  attempted,  in  person,  to  calm  their  un¬ 
certainties  and  fears.  Perhaps  he  could  have 
promised  to  avoid  layoffs  and  transfers  to 
jobs  of  lower  status.  He  could  also  have 
solicited  suggestions  for  ways  of  selecting 
those  buyers  who  would  be  retained  in  their 
positions.  (Certainly  there  must  be  better 
retention  criteria  than  those  he  proposed.) 
The  most  important  human  relations  considera¬ 
tion,  however,  is  to  exhibit  personal  concern 
rather  than  aloofness. 


(a)  Inut  record  for  sale: 

Item  number 

Quantity 

Date 

( b)  Menu  Item  File: 

Item  number 
Item  name 
Price 

Month-to-date  sales 


Ingredient  number 


Amount  needed  of  ingredientJ 

Note  that  a  fixed  record  format  is  used  above  for 
simplicity.  Even  though  no  new  item  uses  more  than 
7  ingredients,  12  slots  are  provided  in  the 
record.  The  first  ingredient  slot  in  all  items 
could  represent  meat,  the  second  cheese,  the  third 
buns,  etc.  If  a  menu  item  does  not  use  a  particu¬ 
lar  ingredient  the  amount  needed  field  for  that 
ingredient  will  be  zero. 

Ingredient  File 

Ingredient  number 

Ingredient  name 

Cost  per  unit 

Unit  of  measure 

Quantity-on-hand 

Quantity  used  month-to-date 

Re-order  point 

Re-order  quantity 

Supplier(s) 


30  Q.  5 

(3) 


(10) 
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(7)  (c)  The  daily  sales  transactions  are  sorted  by  menu 
item  number.  These  transactions  are  input  into  the 
updating  program  that  accumulates  the  daily  sales 
totals  for  each  item  and  updates  the  month-to-date 
sales  field  in  the  menu  item  master  file  using  the 
sequential  update  method.  Revenues  for  each  item 
are  calculated  by  multiplying  sales  by  price 
(stored  in  the  menu  item  file).  Once  the  daily 
sales  total  for  each  menu  item  is  calculated,  the 
ingredient  records  for  that  menu  item  from  the 
ingredient  master  file  are  updated.  The  program 
accumulates  the  number  of  ingredients  used  daily 
for  reporting  purposes. 
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(10)  (d) 


Sales  Data 


NOTE:  The  menu  item  file  could  be  on  magnetic  tape. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 

ADVANCED  FINANCE  526  EXAMINATION 
March,  1984 

Time:  3  Hours 


NOTE:  Show  all  your  calculations.  Two  tables  are  attached.  Remember  that  marks  are 
allocated  on  the  basis  of  the  quality  of  an  answer,  not  the  amount  written. 

Q.  1  Consider  the  following  assets:  share  purchase  warrant,  micro-computer,  account 
receivable. 


10 

8 

14 


REQUIRED: 

(6)  (a)  Classify  each  asset  as  either  financial  or  real.  In  each  case  explain  the  reasoning 

behind  your  choice. 

(4)  (b)  What  is  the  principal  role  filled  by  financial  assets  in  the  economy? 

Q.2  Outline  in  point  form  five  revenue  generating  activities  of  investment  dealers  in  Canada. 

Q.3  What  have  been  the  practical  consequences  of  capital  market  theory  for  security  analysis 
and  portfolio  management? 

Q.4 

(8)  (a)  Define  each  of  the  following  money  market  terms:  Bank  of  Canada  funds,  treasury 

bill,  bankers’  acceptance  and  call  loan. 

(6)  (b)  On  Wednesday,  June  15,  1983,  money  market  interest  rates  were  as  follows: 


Bank  of  Canada  9.54% 

9 1-day  treasury  bill  9.20% 

90-day  bankers’  acceptance  9.25% 
Call  money  8.50% 


Explain  the  relationship  between  the  different  rates. 

10  Q.5  Outline  five  factors  which  affect  the  price  of  a  convertible  debenture  and  specify  how 

these  factors  affect  the  price. 
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Q.6  Over  a  six  year  period,  the  price  and  dividend  payments  of  Cripple  Creek  Mining 
common  stock  were  as  follows: 


1976 

1977 

1978 

1979 

1980 

1981 

1982 

Stock  price 

December  31 

$5.00 

$5.00 

$8.00 

$7.00 

$9.00 

$5.00 

$7.00 

Dividend 

December  31 

— 

$0.50 

$0.50 

$0.20 

$0.80 

$0.40 

$0.50 

During  the  same  six  year  period,  yearly  holding  period  returns  for  the  stock  market  as  a 
whole  were: 


1977  1978  1979  1980  1981  1982 

Market  returns  12%  31%  44%  34%  -10%  9% 

REQUIRED: 

(6)  (a)  Calculate  the  six  yearly  holding  period  returns  for  Cripple  Creek  common  stock  from 

1977  to  1982. 

(6)  (b)  Use  the  data  in  the  question  and  your  calculations  in  part  (a)  to  estimate  the  expected 

return  and  beta  for  Cripple  Creek  for  1983. 

(6)  (c)  Explain  how  a  portfolio  manager  could  use  the  results  of  the  calculations  in  part  (b) 

when  considering  the  acquisition  of  some  Cripple  Creek  stock. 

12  Q.7  Compare  and  contrast  the  roles  of  cash  equivalents,  bonds  and  common  stocks  in 

investment  portfolios.  That  is,  explain  why  some  proportion  of  each  type  of  security  is 
contained  in  most  investment  portfolios. 

18  Q.8  Asa  fundamental  analyst  you  estimate  that  the  dividend  payments  for  Mortek  Industries 

common  shares  will  be  $1.20,  $1.70  and  $2.50  at  the  end  of  each  of  the  next  three  years 
and  that  they  will  grow  at  a  steady  14%  after  that.  You  consider  20%  a  good  estimate  of 
the  before-tax  rate  of  return  demanded  by  the  market  for  Mortek  stock. 

REQUIRED: 

(8)  (a)  Using  a  dividend  valuation  model,  value  a  share  of  Mortek  common  stock. 

(4)  (b)  What  is  the  relationship  between  price  and  value  in  an  efficient  market  ? 

(6)  (c)  Discuss  the  relationship  between  fundamental  analysis  and  market  efficiency. 


100 


END  OF  EXAMINATION 
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Present  value  of  an  annuity  of  $1 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  FINANCE  526  EXAMINATION 
March,  1984 
EXAMINER'S  COMMENTS 


Specific 


0.1 


0.2 


(a)  Part  (a)  was  well  answered. 


(b) 


A  common 
tinguish 
mismatch 
of  money 


problem  in  part  (b)  was  the  inability  to  dis- 
the  role  of  financial  assets  of  allowing  a 
between  income  and  consumption  and  the  role 
as  legal  tender. 


This  question  was  very  well  answered. 


0.3  Many  students  did  not  know  enough  about  capital  market 
theory  to  suggest  practical  consequences.  Many  other  stu¬ 
dents  either  misread  or  misunderstood  the  question.  Of 
these,  about  half  restricted  their  answers  to  the  effi¬ 
cient  markets  hypothesis,  giving  only  the  consequences  of 
research  in  this  area.  The  other  half  who  misread  the 
question  listed  the  assumptions  of  capital  market  theory 
and  commented  on  their  realism. 


Q.4  The  only  common  problem  in  part  (a)  was  in  confusing  Bank 
of  Canada  funds  with  the  reserves  required  of  the  char¬ 
tered  banks. 


In  part  (b)  many  students  could  not  explain  why  call  money 
had  such  a  low  rate  of  interest. 

Q.5  Some  students  confused  interest  rates  (i.e.,  yield  to 
maturity  rates)  with  coupon  rates.  This  is  a  very  funda¬ 
mental  distinction. 

0.6  (a)  Many  students  did  not  properly  define  holding  period 

return  as  change  in  price  over  the  period  plus  divi¬ 
dends,  all  divided  by  initial  price.  Some  used  divi¬ 
dends  over  price;  others  used  change  in  price  over 
price.  Few  combined  both. 

(b)  Part  (b)  was  much  better  done.  A  common  error  though 
was  to  use  Covim  as  beta. 

(c)  Very  few  students  understood  the  CAPM  well  enough  to 
properly  relate  beta  with  return.  Part  marks  were 
given  for  identifying  beta  as  a  risk  measure.  Addi¬ 
tional  marks  were  given  for  identifying  the  under-or 
over-pricing  of  the  stock  (which  depended  on  their 
calculation  of  beta).  Full  marks  were  given  for  these 
points  plus  the  appropriate  buy  and  sell  recommenda¬ 
tion. 
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Continued. . . 


Q.7  Overall,  question  7  was  well  done.  The  most  common  mistake 
was  to  not  make  the  point  about  the  diversification  advan¬ 
tages  of  using  several  classes  of  assets. 

0.8  (a)  In  part  (a),  some  students  could  not  apply  the  dis¬ 

counted  dividend  model  to  the  flow  of  dividends  which 
grow  at  14%  after  the  end  of  the  third  year. 

(b)  Part  (b)  was  easy,  and  well  done. 

(c)  A  common  misconception  which  crept  into  some  students' 
answers  in  part  (c)  was  that  fundamental  analysis 
deals  only  with  past  data.  All  fundamental  analysts, 
whether  they  credit  the  efficient  market  hypothesis  or 
not,  attempt  to  forecast  future  developments.  They 
often  use  past  data  to  do  this. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


Marks 

10 


10 


ADVANCED  FINANCE  526  EXAMINATION 
March,  1984 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 


Ql 

(6)  (a)  Share  purchase  warrant  —  a  financial  asset  since  it  is  a  claim  on  common  stock  which 

is  a  financial  asset  itself. 

Micro-computer  —  a  real  asset  since  it  is  a  tangible  object  with  a  specific  function. 

Account  receivable  —  a  financial  asset  since  it  is  a  legal  claim  on  a  person  or  a 
business. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  6. 

(4)  (b)  The  principal  role  filled  by  financial  assets  in  the  economy  is  to  allow  economic  units 

a  mismatch  between  current  income  and  current  consumption. 

Q.2  The  revenue  generating  activities  of  investment  dealers  are: 

i)  the  sale  of  research; 

ii)  brokerage  in  the  stock  and  option  markets; 

iii)  the  maintenance  of  a  spread  between  purchase  and  sales  prices  in  those  markets  in 
which  they  act  as  dealers  such  as  the  money,  bond  and  over-the-counter  stock 
markets; 

iv)  the  underwriting  of  new  securities; 

v)  the  sale  of  new  securities;  and 

vi)  speculation  in  securities  markets. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  10. 

Q.3  Capital  market  theory  has  provided  specific  quantitative  measures  of  risk  (including 
variance,  standard  deviation  and  beta)  which  portfolio  managers  can  use.  It  has  also 
provided  a  framework  for  establishing  discount  rates  suitable  for  the  valuation  of  equity 
securities  in  fundamental  analysis. 

NOTE:  4  marks  for  each  legitimate  point  made  to  a  maximum  of  8. 
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14  Q.4 

(8)  (a)  Bank  of  Canada  funds  are  reserves  borrowed  from  the  Bank  of  Canada  by  the 

chartered  banks. 

91-day  treasury  bills  are  short-term  promisory  notes  offered  by  the  federal 
government  with  an  original  maturity  of  91  days. 

90-day  bankers'  acceptances  are  discount  notes  sold  in  the  money  market  and  backed 
by  a  chartered  bank  with  a  maturity  of  90  days. 

Call  money  refers  to  short-term  secured  demand  loansto  money  market  dealers  made 
by  chartered  banks  or  by  other  large  institutions  or  corporations. 

NOTE:  2  marks  for  each  definition  to  a  maximum  of  8. 

(6)  (b)  The  basic  money  market  rate  is  that  of  91-day  treasury  bills.  This  rate  is  market 

determined:  daily  in  the  secondary  market  and  every  Thursday  in  the  primary 
market. 

The  Bank  of  Canada  rate  is  related  to  the  treasury  bill  rate  as  specified  in  the 
definition. 

The  bankers’  acceptance  rate  is  slightly  above  the  treasury  bill  rate  since  the  chartered 
banks,  upon  whose  security  the  rate  is  based,  are  slightly  more  risky  borrowers  than  is 
the  federal  government. 

The  call  money  rate  is  determined  by  the  supply  and  demand  for  large  sums  of  short 
term  financing  in  the  money  market.  It  is  generally  below  the  9 1-day  treasury  bill  rate 
since  its  term  to  maturity  is  shorter  and  it  refers  to  very  secure  loans,  although  it  is 
quite  volatile  and  can  be  above  the  91-day  treasury  bill  rate. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  6. 

10  Q.5  The  price  of  a  convertible  debenture  is  affected  by  the  following  factors: 

i)  If  the  price  of  the  underlying  stock  increases,  so  will  that  of  the  convertible; 

ii)  If  interest  rates  increase,  the  price  of  the  convertible  debenture  will  drop; 

iii)  The  higher  the  coupon  rate,  the  higher  the  price  of  the  convertible; 

iv)  The  higher  the  conversion  price,  the  lower  will  be  the  price  of  the  convertible; 

v)  The  greater  the  time  span  of  the  conversion  privilege,  the  greater  will  be  the 
convertible  price;  and 

vi)  The  higher  the  call  price,  the  higher  the  price  of  the  convertible. 

NOTE:  2  marks  for  each  factor  to  a  maximum  of  10. 


S526M84 


Page  523 


Page  2  of  4 


18  Q.6 

(6)  (a)  Holding  period  return 

=  Change  in  price  over  period  +  Cash  flow 

Price  at  start  of  period 

1977  1978  1979  1980  1981  1982 

Cripple 


Creek 

returns 

10% 

70%  -10%  40% 

^0% 

50% 

NOTE: 

3  marks  for  correct  formula. 

Zi  mark  for  each  return,  to  a  maximum  of  3. 

Cripple  Creek 

Market 

Ri 

Ri-  R, 

Rm 

Rm“  Rm 

1977 

10% 

-10% 

12% 

-8% 

1978 

70 

50 

31 

11 

1979 

-10 

-30 

44 

24 

1980 

40 

20 

34 

14 

1981 

^to 

-60 

-10 

-30 

1982 

50 

30  . 

9 

-11 

Ri  =  20%  Rm  =  20% 

0i  =  Cov^  =  S(R,  -  R,)  (Rm  -  RJ/6 
<r2m  2(Rm  -  Rm)2  16 

=  -^=.839 
1978/6 

NOTE:  2  marks  for  Rj  as  estimate  of  expected  return  and  4  marks  for/3,. 

(6)  (c)  Based  on  its  recent  past  record.  Cripple  Creek  seems  like  a  promising  performer  since 

it  is  a  defensive  stock  (having  a  j3  less  than  1 )  with  an  average  return  equal  to  that  of 
the  market. 

12  Q.7  A  very  full  answer  to  the  question  would  be  as  follows: 

Cash  equivalents  provide  mainly  liquidity,  although  at  times  in  the  recent  past  they  have 
provided  high  real  returns.  Their  returns  track  inflation  closely  so  that  they  can  provide  a 
hedge  against  inflation.  Cash  equivalents  are  low  risk  since  their  returns  do  not  vary  much 
over  time. 

Bonds  provide  relatively  high  cash  flows.  Their  returns  are  not  highly  correlated  with 
those  of  cash  equivalents  and  stocks,  so  that  they  can  be  used  for  diversification.  In 
general,  the  variability  of  bond  returns  is  between  that  of  cash  equivalents  returns  and 
that  of  stock  returns.  The  level  of  bond  returns  is  traditionally  between  those  of  cash 
equivalents  and  stocks  as  well. 

Stocks  provide  the  highest  average  return  and  risk  of  the  three  asset  classes.  As  well,  their 
returns  are  not  highly  correlated  with  those  of  the  other  asset  classes  so  that  stocks  can 
provide  diversification  in  a  portfolio  otherwise  exclusively  made  up  of  cash  equivalents 
and/or  bonds. 

Both  bonds  and  stocks  can  be  either  liquid  or  illiquid. 
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18  Q.8 

(8)  (a)VA  =S  a 

i  =  1  (l+kA)i 

1.20  [  1.70  t  2. SO  |  ?  D, 

(1+.20)  (1+.20)2  (1+.20)3  +  i=4  (1+.20)' 

_  1.20  +  1.70  +  2.50  1  v(1.14)  (2.50) 

(1+.20)  (1+.20)2  (1+.20)3  (1+.20)3  .2  -  .14 

=  1.00  +  1.18  +  1.45  +  27.49 
=  31.12 

Valuation  estimate  is  $31.12 


(4)  (b)  In  an  efficient  market,  price  adjusts  rapidly  and  is  always  equal  to  value. 

(6)  (c)  By  definition,  in  an  efficient  market, price  =  value  so  that  there  is  no  need  for 

fundamental  analysis.  However  it  is  partly  through  fundamental  analysis  that  prices 
in  actual  markets  adjust  to  new  relevant  information.  This  contributes  to  the 
efficiency  of  these  markets. 


100 


END  OF  SOLUTIONS 


t 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  FINANCE  526  EXAMINATION 
June,  1984 


Marks  Time:  3  Hours 

NOTE:  Show  all  your  calculations.  Two  tables  are  attached.  Remember  that  marks  are  allo¬ 
cated  on  the  basis  of  the  quality  of  an  answer,  not  the  amount  written. 

6  Q.  1  Financial  intermediaries  interface  between  savings-surplus  and  savings-deficit  units  in  the 
real  sector  of  the  economy. 

REQUIRED: 

Specify  how  the  Bank  of  Canada  is  a  financial  intermediary  in  this  sense. 

12  Q.2  Compare  and  contrast  the  asset  and  liability  structure  of  the  following  three  types  of  finan¬ 

cial  institutions:  chartered  banks,  life  insurance  companies  and  mutual  funds. 

16  Q.3  On  July  1,  1983,  Trans  Canada  Pipeline  Series  E  preferred  shares  were  selling  for  $55.50. 

Each  share  has  a  par  value  of  $50,  an  annual  dividend  rate  of  10.32%,  payable  on  August 
1  and  February  1  of  each  year,  and  is  callable  on  August  1,  1984  at  $55.16. 

REQUIRED: 

(4)  (a)  Calculate  the  yield  of  the  Trans  Canada  preferred  shares  as  perpetual  securities  on 

July  1,  1983. 

(6)  (b)  Show  that  the  yield  to  call  of  the  Trans  Canada  preferreds  was  about  13%  on  July  1, 

1983. 

(6)  (c)  Which  of  the  two  yields,  the  perpetual  yield  or  the  yield  to  call,  was  more  relevant  to 

the  investor?  Explain. 

16  Q.4  As  a  fundamental  analyst,  you  have  been  following  Warbuck  Enterprises  common  stock 

closely.  Earnings  per  share  for  the  year  just  ended  were  $10.  Company  policy  is  to  main¬ 
tain  a  40%  dividend  payout  at  the  end  of  each  year;  you  feel  confident  that  this  will  con¬ 
tinue.  You  also  feel  confident  that  the  firm’s  recent  experience  of  a  15%  per  year  growth 
rate  in  earnings  will  continue  for  the  foreseeable  future.  You  estimate  the  real  risk-free 
rate  of  interest  to  be  2%  and  the  long-run  inflation  rate  to  be  10%.  Capital  market  condi¬ 
tions  indicate  to  you  that  a  risk  premium  of  8%  should  be  added  to  the  nominal  risk-free 
rate  to  arrive  at  an  appropriate  before-tax  market  required  rate  of  return  for  holding  War- 
buck’s  common  stock. 

REQUIRED: 

(4)  (a)  What  would  you  estimate  the  before-tax  market  required  rate  of  return  to  be  for  holding 

Warbuck’s  common  stock? 

(6)  (b)  Estimate  the  value  that  Warbuck’s  common  stock  will  have  by  the  end  of  the  year. 

(6)  (c)  If  the  current  price  of  the  stock  is  $88,  estimate  the  return  for  holding  the  stock  over 

the  next  year. 
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12  Q.5 

(6) 

(a)  Three  approaches  to  the  management  of  fixed  income  securities  are:  (i)  the  liquidity- 
investment  funds  approach;  (ii)  the  spaced  maturity  approach;  and  (iii)  the  barbell 
approach.  Explain  each  of  the  three  approaches. 

(6) 

(b)  Assuming  that  you  were  charged  with  the  management  of  the  investment  portfolio  of 
$  100  million  in  fixed  income  securities  for  a  local  municipality,  which  approach  would 
you  take?  Explain  your  choice. 

NOTE:  Y ou  do  not  necessarily  have  to  limit  yourself  to  the  three  approaches  listed  in  part 
(a). 

14  Q.6 

(4) 

(a)  Explain  what  is  meant  by  the  money  supply. 

(10) 

(b)  Outline  briefly  and  in  point  form  two  of  the  most  common  mechanisms  available  to 
the  Bank  of  Canada  for  affecting  the  money  supply. 

10  Q.7 

Compare  and  contrast  stock  call  options  and  share  purchase  warrants. 

14  Q.8 

During  the  last  five  months  the  returns  on  the  common  stocks  of  JRC  Ltd.  and  AJB  Indus¬ 
tries  were  as  follows: 

Month 

1  2  3  4  5 

JRC  Ltd.  20%  5%  —5%  15%  10% 

AJB  Industries  10%  5%  10%  0%  15% 

For  this  period,  the  average  return  and  standard  deviation  of  return  for  JRC  was 

RjR(-,  -  9%  and  o-j^  =  8.6%,  and  for  AJB  was  “  8%  and  <fAjg  -  5.1%. 

(4) 

REQUIRED: 

(a)  Use  the  returns  given  above  to  calculate  the  returns  over  each  of  the  five  months  of 
a  portfolio  of  40%  JRC  stock  and  60%  AJB  stock. 

(4) 

(b)  For  the  five  month  period,  calculate  the  average  return  and  standard  deviation  of  return 
fbr  the  portfolio  specified  in  part  (a). 

(6) 

(c)  Use  the  data  from  the  question  together  with  the  results  of  part  (b)  to  explain  the  use¬ 
fulness  of  diversification. 

Too 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


ADVANCED  FINANCE  526  EXAMINATION 
June ,  1 984 
EXAMINER'S  COMMENTS 


General 

Overall,  the  exam  was  well  handled  with  no  major  problems. 


Specific 

Q-1  A  common  mistake  was  to  discuss  how  the  Bank  of  Canada  controls 

the  money  supply. 

Q.2  This  question  was  very  well  answered. 

Q-3  There  were  a  number  of  common  mistakes  made  in  part  (b)  of  this 

question: 

f 

-  using  an  adjustment  for  accrued  dividends,  as  in  accrued  interest 
for  bonds; 

-  using  realized  holding  period  return  for  a  single  period; 

-  using  the  wrong  number  of  dividends; 

-  forgetting  to  discount  for  the  one  month  remaining  until  the 
next  dividend  payment; 

-  using  annual  rather  than  semi-annual  dividends. 

In  parts  (a)  and  (c)  there  were  no  consistent  errors  made. 

Q.4  In  part  (a),  a  number  of  students  omitted  the  inflation  factor 

of  10%. 

In  part  (b),  students  often  used  the  dividend  expected  at  the 
end  of  the  first  year,  rather  than  that  expected  at  the  end  of 
the  second  year,  in  the  formula  P  =  D/(k-g)  and  so  estimated 
the  value  of  a  common  share  at  the  start  rather  than  at  the  end 
of  the  first  year. 

Q.5  A  number  of  students  did  not  explain  the  liquidity  -  investment 

funds  approach  queried  in  part  (a). 

Q.6  There  were  no  consistent  problems  with  this  question. 

Q.7  In  general,  this  question  was  not  answered  fully  enough:  too 

few  points  of  comparison  and  contrast  were  brought  out. 

Q. 8  The  most  common  mistake  made  in  this  question,  beyond  the  normal 

calculation  errors,  was  not  using  the  data  from  the  question, 
together  with  the  results  of  part  (b),  to  explain  the  usefulness 
of  diversification. 
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CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION  OF  CANADA 


ADVANCED  FINANCE  526  EXAMINATION 
June,  1984 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


6  Q.l  The  Bank  of  Canada  buys  federal  government  debt  and  issues  its  own  liabilities,  which 
is  currency,  and  is  in  demand  by  economic  units  as  a  medium  of  exchange.  The  Bank  also 
markets  federal  government  debt  to  investors.  In  these  ways  the  Bank  acts  as  intermedi¬ 
ary  between  the  federal  government  and  the  rest  of  the  economy. 

12  Q.2  The  major  assets  of  the  chartered  banks  are  short-term  securities  such  as  treasury  bills, 

loans  (personal  and  business)  and  mortgages.  Their  major  liabilities  are  demand  and  term 
deposits.  With  volatile  short-term  liabilities,  their  assets  are  short-term  and  liquid. 

Life  insurance  companies  have  long-term  actuarial  liabilities.  As  a  result  they  invest  in  safe, 
long-term  assets  like  bonds,  debentures  and  mortgage  loans. 

Most  of  the  liabilities  of  mutual  funds  are  share  capital  and  retained  earnings,  some  of 
which  are  tax  sheltered.  Some  mutual  funds  have  balanced  investment  portfolios,  whereas 
others  specialize  in  specific  types  of  assets.  Overall,  mutual  funds  hold  significant  amounts 
of  mortgages  and  are  major  participants  in  the  stock  market.  Mutual  funds  must  also  main¬ 
tain  sufficient  liquidity  to  accommodate  net  redemptions. 

16  Q.3 

(4)  (a)  Yearly  dividend  =  10.32%  ($50)  =  $5.16 

Perpetual  yield  -  "$5  5^  50  “  9.3% 

(6)  (b)  'A  (13%)  -  6.5%  or  .065 


2.58 

+  2.58  + 

55.16  + 

2.58 

(1 + .065) 

(1  +  .065)*  ( 

1  +  .065)* 

=  55.33 

(1 + .065) 

175 

Thus  the  yield  to  call  is  approximately  13%. 


(6)  (c)  The  yield  to  call  is  probably  the  more  relevant  because  it  is  likely  that  the  preferred, 

selling  as  it  is  at  a  premium  over  the  call  price,  will  be  called.  It  is  even  more  likely  that 
it  will  be  called  if  interest  rates  drop  further.  However,  if  rates  rise,  a  call  will  be  less 
likely.  Thus,  ultimately,  the  relative  importance  to  the  investor  of  the  two  yields  depends 
on  the  investor’s  forecast  of  interest  rates. 
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16  Q.4 

(4)  (a)  k  -  2%  +  10%  +  8%  =  20% 

(6)  (b)  Most  recent  dividend  —  40%  ($10)  =  $4 

Dividend  in  two  years,  -  (1.15)!*$4 
Price  in  one  year, 

Pj  _  D 

1  Z1  “  (1-15)2  (4)  -  $105.80 
k-g  .20  -.15 

(6)  (c)  One  year  return  would  be: 

Pj  +  Dj  -  Pq  _  105.80  +  [(1.1 5)(4)]  -  88 

P  88 

o 

-  .255  or  25.5% 

12  Q.5 

(6)  (a)  The  liquidity-investment  funds  approach  entails  managing  two  separate  pools  of  fixed 

income  securities:  the  liquidity  pool  of  short-term,  high  grade  securities  and  the  invest¬ 
ment  pool  of  securities  chosen  for  their  return  potential.  The  relative  sizes  of  the  pools 
depend  on  economic  conditions. 

The  spaced  maturity  approach  consists  of  distributing  the  securities  evenly  through¬ 
out  the  range  of  maturity  dates  the  portfolio  manager  considers  appropriate. 

The  barbell  approach  consists  of  concentrating  the  holdings  of  securities  at  the  short 
and  long  ends  of  the  maturity  range,  with  no  holdings  of  securities  with  intermediate 
maturity  dates. 

(6)  (b)  The  answers  to  part  (b)  can  vary.  All  that  was  required  for  full  marks  was  to  select  a  specific 

approach  to  fixed  income  security  management  and  substantiate  the  choice  briefly.  A 
sample  answer  is  the  following: 

The  spaced  maturity  approach  would  be  the  most  appropriate  since  the  bond  market 
is  efficient  and  active  bond  portfolio  management  is  not  cost  effective.  Moreover,  the 
method  is  easy  to  implement  and  does  not  require  an  interest  rate  forecast. 

14  Q.6 

(4)  (a)  The  money  supply  is  the  total  amount  of  those  assets  outside  the  banking  system  which 

can  be  used  as  a  medium  of  exchange  to  pay  off  debts.  It  is  generally  considered  to 
include  cash  together  with  demand  and  cheque  deposits  held  by  units  outside  the  banking 
system. 

(10)  (b)  The  Bank  of  Canada  can  affect  the  money  supply  by: 

i)  the  amount  of  treasury  bills  and  Canada  bonds  it  buys  in  the  primary  markets; 

ii)  the  sale  or  purchase  of  federal  government  debt  in  the  secondary  market;  and 

iii)  the  use  of  drawdowns  or  re-deposits  of  federal  government  accounts  in  the  char¬ 
tered  banks. 

NOTE:  Any  two  of  the  above  for  full  marks. 
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10  Q.7  Both  stock  call  options  and  share  purchase  warrants  are  options  to  purchase  a  specified 

number  of  common  shares  on  or  before  a  specified  date  at  a  specified  execution  price. 

Share  purchase  warrants  are  issued  by  the  issuer  of  the  underlying  common  stock,  whereas 
stock  call  options  are  written  by  participants  of  the  options  market.  The  execution  of  share 
purchase  warrants  results  in  cash  receipts  and  the  issue  of  new  stock  by  the  issuing  firm. 
The  execution  of  a  stock  call  option  is  fulfilled  with  already  existing  stock  and  results  in 
no  cash  receipts  by  the  firm  issuing  the  stock.  The  original  time  to  maturity  of  share  pur¬ 
chase  warrants  are  generally  much  longer  than  those  of  stock  call  options. 


14  Q.8 

(4)  (a)  Portfolio  return,  R  =  .4  RID„  +  .6  R  . 

p  JRC  AJB 

Month 

1  2  3  4  5 

Rp  14%  5%  4%  6%  13% 

(4)  (b)  Rp  =  1/5  (14%  +  5%  +  4%  +  6%  +  13%) 

=  8.4% 

o-p!  -  1/5  [(14%  —  8.4%)2  + _ +  (13%  —  8.4%)!] 

-  17.84 

cr  =  4.22% 

P 

(6)  (c)  The  average  portfolio  return  is  between  those  of  the  two  stocks,  whereas  the  standard 

deviation  is  less  than  either.  That  is,  through  diversification  the  portfolio  has  less  risk 
without  a  corresponding  sacrifice  in  return. 


100  END  OF  SOLUTIONS 
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MARKS 
40  Q. 


CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 
ADVANCED  FINANCE  556  EXAMINATION 
JUNE  1984 


TIME:  3  HOURS 


1  REX  INCORPORATED 

On  November  15,  1983,  at  the  meeting  of  the  Board  of 
Directors  of  Rex  Incorporated,  Mr.  Juneau  was  asked  to 
evaluate  the  cost  of  setting  up  a  new  sawmill  in  the  Lac 
St- Jean  region. 

Mr.  Juneau  came  up  with  the  following  figures  for  the  project: 
purchase  of  land  —  $100,000;  building  construction  —  $300,000; 
equipment  —  $900,000;  net  working  capital  required  —  $50,000. 

Of  the  $1.3  million  investment  in  fixed  assets,  $800,000 
was  to  be  financed  through  a  13%  loan  and  $500,000  was  to  be 
provided  by  Rex  Inc. 

After  assessing  lumber  reserves  in  the  surrounding  area, 

Mr.  Juneau  fixed  the  economic  life  of  the  project  at  ten  years. 
He  estimated  that  at  the  expiration  of  this  period  he  could 
resell  the  land  for  $150,000  and  the  building  for  $200,000. 

The  equipment  would  have  no  residual  value.  Resale  was 
projected  for  1994  at  which  time  the  company  could  recover 
its  initial  investment  in  working  capital. 

Mr.  Juneau  also  drew  up  a  budgeted  income  statement  for  the 
ten  years  of  the  project: 


BUDGETED  INCOME  STATEMENT 
FOR  EACH  YEAR  OF  SERVICE  LIFE  OF 
THE  PROJECTED  NEW  SAWMILL 


Sales 

$700,000 

Purchases 

Salaries 

Depreciation  W 

Interest  ^ 

Allocation  of  fixed  costs- 
Rex  Inc.  Head  Office 

$  75,000 
230,000 
100,000 
104,000 

40,000 

549,000 

Taxable  revenue 

Tax 

151,000 

60,400 

Net  income 

$  90,600 

(1)  Straight  line  depreciation  of  building  and  equipment 

(2)  Interest  on  $800,000  loan  at  13% 

( 3 )  Rex  Inc .  tax  rate  is  around  40% 
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(10) 

(10) 

(15) 

(5) 


Rex  Inc.  expects  a  minimum  rate  of  return  of  18%  on  this  type 
of  operation. 

With  respect  to  Capital  Cost  Allowance,  Mr.  Juneau  was 
required  to  take  the  half-year  rule  into  account.  The  maximum 
depreciation  rate  (diminishing  balance  method)  was  5%  for  the 
building  and  20%  for  the  equipment.  After  consulting  a  manual 
of  financial  management  Mr.  Juneau  came  up  with  a  formula 
which  gave  him  the  present  value  of  the  tax  savings  associated 
with  the  Capital  Cost  Allowance  of  an  asset  subject  to  the 
half-year  rule: 


C-d-t 


K  +  d 


where 


C  =  additional  capital  to  be  amortized 
d  =  Capital  Cost  Allowance  rate 
t  =  tax  rate 
K  =  discount  rate 

Previously,  evaluations  for  this  type  of  project  were  made 
using  the  payback  period  method.  However,  Mr.  Cote,  a  young 
accountant  working  for  the  company,  suggested  to  Mr.  Juneau 
that  his  project  analysis  method  left  a  lot  to  be  desired 
and  recommended  that  Mr.  Juneau  adopt  either  the  net  present 
value  method  or  the  internal  rate  of  return  method  as  his 
criteria  for  evaluation. 


REQUIRED 

(a)  Assess  the  project  analysis  method  used  by  Mr.  Juneau 
and  those  recommended  by  Mr.  Cote. 

(b)  Determine  the  net  annual  revenue  before  tax  generated 
by  this  project. 

(c)  Should  this  project  be  accepted?  Give  your  detailed 
calculations . 

(d)  If  Rex  Inc.  could  obtain  a  grant  of  $300,000  to  be 
applied  to  the  purchase  of  the  equipment,  thus  reducing 
its  investments  in  fixed  assets  to  a  total  of  $1,000,000 
what  impact  would  such  a  grant  have  on  the  analysis  of 
the  project? 


(10) 

(10) 

(15) 

(5) 
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Q.  2  BELANGER 


In  mid-May  1983,  according  to  the  stock  markets,  the  annual 
yield  of  Belanger's  approximately  fifty  outstanding  bond  and 
debenture  issues  was  standing  at  about  11%.  For  example, 
the  "Bdlanger  11%,  15  Oct.  2004"  bond  issue  was  selling  at 
96.75%  of  par,  for  a  yield  at  maturity  of  11.41%  (N.B.  The 
average  coupon  rate  of  Belanger's  bonds  could  be  around  9.50% 
with  an  average  term  of  13  years.)  Belanger's  188  million 
outstanding  common  shares  were  quoted  at  $27,875  and  its 
preferred  stock  was  rated  as  per  Table  1.  Moreover,  in  its 
1982  Annual  Report  Belanger  stated  that: 

—  the  annual  dividend  for  1983  was  estimated  at  $2.08  per 
common  share; 

—  dividends  declared  on  common  shares  had  risen  gradually 
from  $1.36  in  1977  to  $1.99  in  1982; 

—  Bdlanger  held  a  call  option  on  all  five  outstanding 
issues  of  preferred  shares,  all  of  which  carried  voting 
rights,  three  of  the  five  issues  being  convertible  as 
indicated  in  Table  1. 

—  the  significant  elements  of  its  capital  structure,  as 
reflected  in  Belanger's  unconsolidated  balance  sheet, 
were  as  follows  (in  millions  of  dollars)  : 

Long-Term  debt:  3,870.8 

Preferred  stock:  522.4 

Shareholders'  equity:  3,807.5 

—  Belanger's  tax  rate  is  in  the  order  of  45%. 

TABLE  1 


BELANGER  PREFERRED  STOCK:  CHARACTERISTICS  IN  1983 


Conversion 


No. 

Issue 

Category  Series 

Stated  or 
nomina 1 
capital 
per  share 

Number 
of  shares 
outstanding 

Total  stated 
capital  of 
outstanding 
shares 

(in  $  millions) 

Annual 
dividend 
per  share 

basis : 

n  common  shares 
for  one 

preferred  share 
(n:l) 

Quotation : 
May  13  198 

1 

D 

G 

$25 

792,202 

19.8 

$1.96 

1.213:1 

33 

1/2  S 

2 

E 

H 

20 

8,312,381 

166.3 

2.05 

1:1 

27 

3/4 

3 

E 

I 

20 

11,812,400 

236.2 

2.70 

1:1 

31 

7/8 

4 

B 

C 

30 

1 , 241,000 

37.3 

2.25 

non  convertible 

26 

1/2 

5 

B 

F 

20 

3,141,300 

62.8 

1.80 

non  convertible 

21 

1/2 

You  were  able  to  establish  that  the  systematic  risk  (beta) 
of  Belanger  common  shares  was  about  0.3  and  that  the  excess 
of  the  market  rate  over  the  risk-free  rate  was  about  5%  per 
annum.  The  most  recent  rate  demanded  on  Treasury  bills  was 
close  to  9.25%  and  the  inflation  rate  in  1982  was  about  9.3% 
compared  with  a  compound  average  rate  of  9.6%  for  the  past 
ten  years,  calculated  as  follows: 

Continued. . . 
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Rate 


1/10 


1 


Average  price  index  for  82 

Average  price  index  for  72 

1/10 

-  1  =  0.096  =  9.6% 


You  also  estimated  that  the  inflation  rate  would  gradually 
drop  and  then,  for  the  foreseeable  future,  hover  round  the 
5%  to  8%  mark.  Finally,  you  quite  arbitrarily  decided  to 
consider  the  cost  of  issuing  and  underwriting  any  new 
financing  for  Belanger  as  being  around  3%  of  the  gross 
product  of  the  issue. 


REQUIRED 


On  the  basis  of  these  facts  and  assumptions: 


(7) 

(16) 


(7) 

(9) 


(6) 


(a)  Did  the  stock  market  undervalue  or  overvalue 
Belanger's  common  shares  in  mid-May  1983?  Explain. 

(b)  Calculate  the  net  marginal  costs  of  Belanger's  debt, 

its  preferred  stock  and  its  common  stock.  In  the  latter 
case  use  Gordon's  model  and  the  CAPM  model  and  draw  any 
useful  comparisons.  Justify  your  results. 

(c)  Give  your  estimate  of  Belanger's  weighted  average  cost  of 
capital  using  a  book  value  basis. 

(d)  Rework  (c)  using  a  market  value  basis.  (N.B.  Determine 
the  market  value  of  Belanger's  debt  using  the  information 
supplied,  i.e.,  the  average  coupon  rate,  average  term, 
the  May  1983  yield  on  Belanger's  debt,  the  nominal  value 
of  the  debt,  etc.)  Justify  your  estimates. 

(e)  Compare  the  floor  price  of  each  issue  of  convertible 
preferred  shares  to  their  market  value.  Comment  on 
the  difference  between  the  two  prices. 
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15 


Q.  3  WOODSTOCK  LIMITED 


In  January  1981,  Mr.  Lemelin,  manager  of  the  St-Joseph  de 
Beauce  branch  of  the  Commercial  Bank,  had  to  decide  whether 
or  not  to  extend  a  supplementary  loan  of  $100,000,  repayable 
m  6  months,  in  order  that  the  firm  of  Woodstock  Ltd.  can 
restructure  its  management  operations.  After  analysing 
their  1979  and  1980  financial  statements,  Woodstock's  new 
general  manager,  Mr.  Dupuis,  discovered  that  there  was  much 
room  for  improvement  when  it  came  to  inventory  management, 
management  of  accounts  receivable,  and  meeting  reasonable 
deadlines  for  accounts  payable. 

Woodstock  does  not  make  its  money  on  a  seasonal  basis; 
it  has  regular  production  and  sales  of  hardware  all  year 
round. 

Mr.  Dupuis  would  like  to  see  a  10%  sales  increase  for  1981. 
He  aims  at  maintaining  the  ratio  between  net  after-tax 
revenue  and  sales  as  in  1980.  He  anticipates  no  change  in 
the  cash  level  or  in  Woodstock's  fixed  assets  level  and 
does  not  intend  to  make  any  issue  of  capital  stock. 


WOODSTOCK  LIMITED 

STATEMENT  OF  INCOME  FOR  THE  YEAR 
ENDED  DECEMBER  31 
(in  $  thousands) 


1980  1979 


Sales 

$10,200 

$10,130 

Cost  of  goods  sold 

8,240 

8,150 

Gross  income 

$ 

1,960 

$ 

1,980 

General  expenditures 

840 

800 

Depreciation 

100 

90 

Interest 

90 

80 

Other 

240 

200 

TOTAL  EXPENDITURES 

$ 

1,270 

$ 

1,170 

Income  before  tax 

$ 

690 

$ 

810 

Tax 

276 

324 

Net  income  after  tax 

$ 

414 

$ 

486 

Continued. . . 
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WOODSTOCK  LIMITED 


BALANCE  SHEET 
AS  AT  DECEMBER  31 


1980  1979 


ASSETS: 

Cash 

$  140 

$  220 

Accounts  receivable 

1,000 

900 

Inventories 

1,800 

1,050 

Total  current  assets 

$2,940 

$2,170 

Land  and  buildings  (net  of 

depreciation) 

400 

240 

Equipment  (net  of  depreciation) 

590 

540 

Other 

8 

15 

Total  assets 

$3,938 

$2,965 

LIABILITIES: 

Bank  loan 

$  390 

$  — 

Accounts  payable 

900 

600 

Other 

223 

180 

Total  current  liabilities 

$1,513 

$  780 

Mortgage 

160 

170 

Shareholders'  equity 

Common  stock 

$1,350 

$1,350 

Retained  earnings 

915 

665 

Total  liabilities  and  equity 

$3,938 

$2,965 

Continued . . . 
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In  1981,  the  mortgage  should  be  down  by  $10,000.  Mr.  Dupuis 
reckons  on  holding  the  other  liabilities  at  the  1980  level. 
Accounts  payable  should  stay  at  the  same  level  relative  to 
sales  as  in  1980,  but  Mr.  Dupuis  would  like  to  settle  them 
twice  as  fast  as  in  the  previous  year.  He  does  not  expect 
to  declare  a  dividend  in  1981. 


REQUIRED 


(10) 


(  5) 


(a)  Determine  Woodstock's  balance  sheet  as  at  June  30,  1981 
on  the  assumption  that  the  inventory  turnover  ratio  and 
the  accounts  receivable  turnover  ratio  are  the  same  as 
in  1980. 

(b)  Determine  how  much  will  be  available  to  reimburse  the 
new  loan  at  June  30th  1981  if  the  inventory  turnover  ratio 

is  reduced  to  7  and  if  the  accounts  receivable  turnover 
ratio  is  shortened  to  30  days,  i.e.,  the  average  ratios 
for  this  sector. 


LOO 


END  OF  EXAMINATION 
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Compound  mm  o(  31 


(l+i) 


V«»»  1%  2%  3%  4%  5%  6%  7%  8% 


9% 


10% 


12%  14% 


15%  16%  18% 


20%  24% 


28% 


1  1  010  1.020  1  030  1.040 

2  1.020  1.040  1.061  1.082 

3  1.030  1.061  1.093  1  125 

4  1.011  1.002  1.126  1.170 

5  1  051  1.104  1.159  1.21 7 


1.050  1.060  1.070  1.000 

1.102  1.124  1.145  1.166 

1. 158  1.191  1.225  1.200 

1.216  1.262  1.311  1.360 

1.276  1.338  1.403  1.469 


1.090  1.100  1.120 

1.188  1.210  1.254 

1.295  1.331  1.105 

1.412  1.464  1.574 

1.539  1.611  1.762 


1.140  I. ISO  1.160 

1.300  1.322  1.346 

1.402  1.521  l.SCI 

1.609  1.749  1.811 

1.925  2.011  2.100 


1.180  1.200  1.240 

1.392  1.440  1.538 

1.643  1.728  1.907 

1.939  2.074  2.364 

2.288  2.488  2.932 


1.200 

1.638 

2.067 
2.604 
3.4  36 


1.320 
1.742 
2.300 
3036 
4  007 


1.360 
1  850 
2515 
3  421 
4.653 


6  1.062  1.126  1.194  1 

7  1  072  1.149  1.230  t 

8  1.083  1.172  1.267  1 

9  1.094  1.195  1.305  1 

10  1.105  1.219  1.344  1 


.265  1.340  1.419  1.S01 
.316  1.407  1.504  1.606 
369  1.477  1.594  1.718 
423  1.551  1  689  1.838 
.480  1.629  1.791  1.967 


1.587  1.677  1.772 

1.714  1.828  1.949 

1.851  1.993  2.144 

1.999  2.172  2.358 

2.159  2.367  2.594 


1.974 

2.211 

2.476 

2.773 

3.106 


2.195 
2.502 
2  853 
3.252 
3.707 


2.313 
2.660 
3  059 
3.518 
4.046 


2.436 

2.826 

3.278 

3.803 

4.411 


2.700 

3.18S 

3.759 

4.435 

5.234 


2.906 

3.583 

4.300 

5.160 

6.192 


3.635 

4.508 

5.590 

6.931 

8.594 


4  398 
5.629 
7.206 
9.223 
11.806 


5.290 

6.983 

9.217 

12.166 

16.060 


6.328 
8.605 
11.703 
15  917 
21.647 


11  1.116  1.243  1.384 

12  1.127  1  268  1.426 

13  I  138  1.294  1,469 

14  1.149  1.319  1.513 

15  1.161  1.346  1.558 


1.539  1.710  1.898  2.105 
1.601  1.796  2.012  2  252 
1.665  1.886  2.133  2.4  10 
1.732  1.900  2.261  2  S79 
1  801  2.079  2.397  2.759 


2.332  2  580  2.853 

2.518  2  813  3  138 

2  720  3  066  3.452 

2.937  3.342  3.797 

3.172  3.642  4.177 


3.479  4  226 

3  896  4.818 

4  363  5.492 

4  80  7  6.261 

5  4  74  7.138 


4.652 

5.350 

6.153 

7.076 

8.137 


5.117 

5.936 

6.086 

7.988 

9.266 


6.176 

7  288 

8  599 
10.147 
11.974 


7.430 

8.916 

10.699 

12.839 

15.407 


10.657 
13.215 
16.386 
20.319 
25  190 


15.112  21  199 

19.313  27.983 

24.759  36  937 

31  691  48.757 
40  565  64.359 


29  439 
40  037 
54  451 
74.053 
100.712 


16  1.173  1.373  1  605 

17  1.184  1.400  1.653 

18  1.196  1428  1.702 

19  '  1.208  1.457  1.754 

20  1 220  1.486  1.806 


1.873  2.183  2.540  2.952 
1.948  2  292  2  693  3.159 
2.026  2.407  2.854  3  380 
2  107  2.527  3  026  3.617 
2.191  2.653  3.207  3.870 


3.426  3  970  4.595 

3.700  4.328  5.054 

3.996  4.717  5.560 

4.316  5.142  6.116 

4.661  5.604  6.728 


6  130 
6  066 
7.690 
8  613 
9.646 


8  137 
9.276 
10.575 
12.056 
13.743 


9.358 

10.761 

12.375 

14.232 

16.367 


10.748 

12.468 

14.463 

16.777 

19.461 


14  129 

16.672 

19.673 
23.214 
27J93 


18  488 

22.186 

26.623 

31.948 

38.338 


31.243 
38.741 
48.039 
59  568 
73.864 


51.923  84.954 

66.401  112.14 

85.071  148.02 

108  89  1 95.39 

139  38  257.92 


136.97 
186  28 
253.34 
344  54 
468.57 


25  1.282  1.641  2.U94  2.666  3  386  4  292  5.427  6.848  8  623  10.835  17.000  26  462  32.919  40.874  62.669  95.396  216.542  478.9  1033.6  2180.1 

30  1-348  1  811  2.427  3.243  4.322  5.743  7.612  10.063  13.268  17.449  29.9G0  50.950  66.212  85.850  143.371  237.376  634.820  1645.5  4142.1  10143  0 


inuily  ol  51  fof  N  you 


(l+i) 


3% 


4% 


3.030  3.060 

4.060  4  122 


1.000  1.000  1.000 
2.030  2  040  2  050 

3-09 1  3  122  3.152 

4.184  4  246  4  310 

5  5.101  5.204  5.309  5  416  5.526 

6  6.152  6  308  6  468  6  633  6.802 

7  7.214  7.434  7.662  7  893  8.142 

8  8  286  8.583  8  892  9  211  9  549 

9  9  369  9  755  10.159  10583  11027 

10  10  462  10.950  11.464  12  006  12.57a 

11  11.567  12.169  12  808  13.486  14  207 

12  12  683  13  412  14  192  15  026  15  917 

13  13  809  14  680  15  618  16.627  1  7  713 

M  14  947  15  974  17.086  18  29 2  19  599 

15  16.097  17.293  18  599  20  024  21.579 

16  17.258  18  039  20.157  21825  23  657 

17  18  430  20012  21.762  23  698  25  840 

18  19  615  21.412  23  414  25.645  28  132 

19  20  81  1  22  841  25  117  27  671  30  539 

20  22019  24,297  26  870  29.778  33  066 

25  28  243  32.030  36  459  41  610  4  7  727 

30  34.785  40.560  47  575  56.08?  66.439 


7% 

1.000 
2.070 
3.215 
4  440 
5.7S1 

7.153 


8% 

1.000 
2.080 
3.246 
4.506 
5  867 


9  097  10.260  10  637 

11191  119/8  12.488 

13  181  13.816  14  487 


9% 

1  000 
2.090 
3.270 
4.573 
5.9US 

7.523 
9.200 
11.028 
13  021 
15  193 


)  5  6"3  27.888 
28  713  30  840 
30  90f  33.999 
33  7C0  37.379 
36  786  40  995 


30.324 

33.750 

37.450 

41.446 

45.762 


33.003 
36  974 
41.301 
46  018 
51  160 


1.000 
2.100 
3.310 
4  641 
6.105 

7.716 
9  487 
11.436 
13  579 
15  937 


14  972  15.784  16  645  1  7.560 

16  870  17  888  18.977  20.141 

10  882  20.141  21.495  22.953 

21051  22.550  24.215  26  019 

23  276  25.129  27.152  29.361 


12% 

1.000 

2.120 

3.374 

4.770 

6.353 

8.115 
10.089 
12.300 
14  776 
17.549 


14% 

1.000 

2.140 

3.440 

4.921 

6.610 

8.536 
10.730 
13  233 
16  085 
19  337 


16% 

1.000 
2.160 
3.506 
5  066 
6.877 

8.977 

11.414 


18% 

1.000 

2.180 

3.572 

5.215 

7.154 


14.240  15  327 

17.518  19  086 

21.321  23.521 


18  531  20  655  23.044  25.733  28.755 

21  384  24.133  27.271  30.850  34.931 

24  523  28.029  32.009  36.786  42  219 

27  975  32.393  37.501  43  672  50  818 

31.772  37.200  43  842  51.660  60.965 


35.950 
40.545 
45  599 
51.159 
57  275 


4  2  753 
48  884 
55.750 
63  440 
72.052 


50.980 
59.118 
68  394 
78.969 


60  925  72  939 

71  673  87  068 

84.141  103.740 
98.603  123.414 


54  865  63  249  73.106  84.701  9U.J47  133.334  181.871  249.214  342  603 
79.058  94  461  1  13.283  136.308  164  494  241.333  356.787  530.312  790.948 


20% 

1.000 

2.200 

3.640 

5.368 

7.442 

9  930 
12.916 
16.499 
20.799 
25.959 

32.150 
39.580 
48.497 
59  196 
72.035 

87.442 
105.931 
128.117 
154  740 


91.025  1)5.380  146.628  186  6 


24% 

1  000 
2.240 
3  778 
S.684 
8.0-18 

10.980 
14  615 
19.123 
24.712 
31  643 


28% 

1.000 
2.280 
3.9 10 
6.016 
8.700 

12.136 
16.534 
22  163 
29  369 
38.592 

50.399 

65.510 

84.853 

109.612 

141.303 


195  994 
244  033 
303  601 


300  25 
305  32 
494  21 


1  000 
2.320 
4  062 
6.362 
9  398 

13  406 
18  696 
25.678 
31  895 
47.062 

63.122 
04.320 
112.303 
149  240 
197.997 

262.36 
34  7.31 
459.45 
607,47 
802  86 


14  799 
21.126 
29.732 
41.435 
57.352 

78.998 
103.4  J7 
148  475 
202.926 
276.979 

377  69 

514  66 
700.94 
954  28 
1298  8 


471.981  898.092  1706  8  3226  8  6053  0 

1181.882  2640.916  5873  2  129410  28172  0 
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Presenl  Value  o(  $1 


1 


(1+i) 


N 


Y  ear 

1% 

2% 

3% 

4% 

5* 

6% 

7% 

8% 

1 

.990 

.960 

571 

.962 

.952 

.943 

.935 

526 

2 

.960 

.961 

543 

525 

.907 

590 

573 

857 

3 

571 

542 

915 

.889 

.864 

540 

516 

.794 

4 

.961 

524 

889 

.855 

523 

.792 

.763 

.735 

5 

551 

.906 

.863 

.022 

.784 

.747 

.713 

.681 

6 

542 

.886 

.838 

.790 

.746 

.705 

.666 

630 

7 

533 

571 

513 

.760 

.711 

.665 

.623 

583 

8 

523 

553 

.789 

.731 

.677 

.627 

.582 

540 

9 

514 

.837 

.766 

.703 

.645 

592 

544 

500 

10 

.905 

520 

.744 

.676 

.614 

556 

506 

.463 

1 1 

.896 

.804 

.722 

650 

585 

527 

.475 

.429 

12 

587 

.788 

.701 

625 

557 

.497 

.444 

597 

13 

.879 

.773 

.661 

.601 

530 

.469 

.415 

.368 

14 

.870 

.758 

661 

577 

505 

.442 

588 

540 

15 

.861 

.743 

.642 

555 

.481 

.417 

562 

515 

16 

.853 

.728 

523 

534 

.456 

.394 

.339 

592 

17 

544 

.714 

.605 

513 

.436 

571 

517 

570 

18 

536 

.700 

587 

.494 

.416 

550 

.296 

550 

19 

520 

.686 

570 

.475 

.396 

.331 

.276 

532 

20 

520 

.673 

554 

.456 

57/ 

519 

558 

515 

25 

.700 

.610 

.478 

.375 

.295 

.233 

.104 

.146 

30 

.742 

.552 

.412 

500 

.231 

.174 

.131 

.099 

9% 

10% 

12% 

14% 

15% 

16% 

18% 

20% 

24% 

28% 

32% 

36% 

40% 

50% 

60% 

70% 

80% 

90% 

.917 

909 

.893 

577 

570 

.862 

.847 

.833 

.806 

.781 

.758 

.735 

.714 

.667 

.625 

588 

.556 

.526 

.842 

.826 

.797 

.769 

.756 

.743 

.718 

.694 

.650 

.610 

574 

541 

510 

.444 

.391 

.346 

.309 

.277 

.772 

.751 

.712 

.675 

.658 

541 

.609 

579 

524 

.477 

.435 

598 

.364 

.296 

244 

.204 

.171 

.146 

.708 

.683 

.636 

592 

572 

552 

516 

.482 

.423 

.373 

.329 

592 

.260 

.190 

.153 

.120 

.095 

.077 

.650 

521 

567 

.519 

.497 

.476 

.437 

.402 

.341 

591 

550 

515 

.106 

.132 

.095 

070 

.053 

.040 

596 

564 

507 

.456 

.432 

.410 

570 

535 

575 

527 

.189 

.158 

.133 

.080 

.060 

541 

.029 

.021 

.547 

513 

.452 

.400 

576 

554 

514 

.279 

522 

.178 

.143 

.116 

.095 

559 

.037 

.024 

.016 

511 

502 

.467 

.404 

551 

527 

.305 

566 

533 

.179 

.139 

.108 

.085 

.068 

539 

.023 

.014 

.009 

.006 

.460 

.424 

561 

508 

.204 

563 

.226 

.194 

.144 

.100 

.082 

.063 

.048 

.026 

515 

008 

.005 

.003 

.422 

586 

522 

570 

.247 

527 

.191 

.162 

.116 

.085 

.062 

.046 

535 

517 

.009 

.005 

.003 

.002 

508 

550 

587 

537 

515 

.195 

.162 

.135 

.094 

.066 

.047 

.034 

525 

512 

.006 

.003 

.002 

.001 

556 

519 

557 

508 

.107 

.168 

.137 

.112 

.076 

.052 

.036 

525 

.010 

.008 

004 

.002 

.001 

.001 

526 

.290 

529 

.182 

.163 

.145 

.116 

.093 

.061 

.040 

527 

518 

.013 

.005 

.002 

.001 

.001 

.000 

.299 

563 

505 

.160 

.141 

.125 

.099 

.078 

.049 

.032 

.021 

.014 

.009 

.003 

.001 

.001 

.000 

.000 

575 

539 

.183 

.140 

.123 

.108 

.084 

.065 

.040 

.025 

.016 

.010 

.006 

.002 

.001 

.OCO 

.000 

.000 

552 

518 

.163 

.123 

.107 

.093 

.071 

.054 

.032 

.019 

512 

.007 

.005 

.002 

.001 

.000 

.000 

531 

.198 

.146 

.100 

.093 

.000 

.060 

.0-15 

526 

515 

.009 

.005 

.003 

.001 

.000 

000 

512 

.180 

.130 

.095 

.081 

.069 

.051 

.038 

521 

512 

.007 

.004 

.002 

.001 

.000 

000 

.194 

.164 

.116 

.003 

.070 

.060 

.043 

.031 

517 

.009 

.005 

.003 

.002 

.000 

.000 

.178 

.149 

.104 

.073 

.061 

.051 

.037 

.026 

514 

507 

.004 

.002 

.001 

.000 

.000 

.116 

.092 

.059 

.030 

.030 

.024 

.016 

.010 

.005 

.002 

.001 

.000 

.000 

575 

.057 

.033 

.020 

.015 

.012 

.007 

504 

.002 

.001 

.000 

.000 

Pretenl  Worth  of  An  Annuity  of  $1 


1  -  (1+i) 


Year 

1% 

2% 

3% 

4% 

5% 

6% 

7% 

8% 

1 

0.990 

0.980 

0.971 

0362 

0.952 

0.943 

0.935 

0.926 

2 

1.970 

1.942 

1.913 

1.886 

1.859 

1.833 

1.808 

1.783 

3 

2.941 

2.884 

2.829 

2.775 

2.723 

2.673 

2.624 

2.577 

4 

3.902 

3.808 

3.717 

3.630 

3.546 

3.465 

3.387 

3.312 

5 

4.853 

4.713 

4.580 

4.452 

4.329 

4.212 

4.100 

3.993 

6 

5.795 

5.601 

5.417 

5.242 

5.076 

4.917 

4.766 

4.623 

7 

6.728 

6.4  72 

6.230 

6.002 

5.786 

5.582 

5.389 

5.206 

8 

7.652 

7.325 

7.020 

6.733 

6.463 

6.210 

5.971 

5.747 

9 

8.566 

8.162 

7.786 

7.435 

7.108 

6.802 

6.515 

6.24  7 

10 

9.471 

8.983 

8.530 

8.111 

7.722 

7.360 

7.024 

6.710 

11 

10.368 

9.787 

9.253 

8.760 

8.306 

7.887 

7.499 

7.139 

12 

11.255 

10.575 

9.954 

9.385 

8.863 

8.384 

7.943 

7.536 

13 

12.134 

11.348 

10.635 

9.986 

9.394 

8.853 

8.358 

7.904 

14 

13.004 

12.106 

1 1.296 

10.563 

9.899 

9.295 

8.745 

8.244 

9%  10%  12% 


16 

17 


19 

20 


0.8OG  0.781  0.758  0.735 


2.404  2.2-11  2.09G  1.966 


3.020  2.759  2.53-1  2.339 
3.242  2  937  2.678  2.455 


184  2.863  2.603 


3.776  3.335  2.970  2.683 
3.851  3.387  3.013  2.708 
3.912  3-127  3.010  2.727 
3.9G2  3.459  3.0G1  2.740 

4.001  3.483  3.076  2.750 


13.865  12.849  11.938  11.118  10.380  9.712  9.108  8.559  8.060  7.606  6.811  6.142  5.575  5.092  4.675 

14.718  13.578  12.561  11.652  10.838  10.106  9.447  8.851  8.312  7.824  6.974  6.265  5.669  5.162  4.730  4.033  3.503  3.088  2.758 

15.562  14.292  13.166  12.166  11.274  10.477  9.763  9.122  8.544  8.022  7.120  5-373  5.749  5.222  4.775  4.059  3.518  3  097  2.763 

16.398  14,992  13.754  12.659  11.690  10.828  10.059  9.372  8.756  8.201  7.250  6.467  5.818  5.273  4.812  4.030  3  529  3.104  2  767 

17.226  15.678  14.324  13.134  12.085  11.158  10.336  9.604  8.950  8.365  7.366  6.550  5.877  5.316  4.8-14  4  097  3.539  3.109  2.770 

18.046  16.351  14.877  13.590  12.462  11.470  10.594  9.818  9.128  8.514  7.469  6.623  5.929  5.353  4.870  4.110  3.5-16  3.113  2.772 

22.023  19.523  17.413  15.622  14.094  12.783  11.654  10.675  9.823  9.077  7.843  6.873  6.097  5.467  4.948  4.147  3.564  3  122  2.776 

25.803  22.397  19.600  17.292  15.373  13.765  12.409  11.258  10.274  9.427  8.055  7.003  6.177  5.517  4.979  4  160  3.569  3.124  2.778 
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CERTIFIED  riKNKRAT.  ACCOUNTANTS '  ASSOCIATION  OF  CANADA 


ADVANCED  FINANCE  556  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

Students  do  not  seem  to  be  well  prepared  to  write  an  exam  based  on  cases 
or  complex  problems.  They  need  a  better  knowledge  of  the  lesson  notes. 


Specific 

Q. 1  The  following  common  errors  were  observed: 

(a)  Answers  did  not  discuss  the  reinvestment  rate  for  IRR. 

(b)  Students  subtracted  interest  costs  and  the  allocation  of 
fixed  costs  in  their  calculation  of  cash  flow. 

(c)  The  income  tax  on  the  capital  gain  was  not  taken  into  account. 

(d)  Students  did  not  include  the  loss  of  CCA  due  to  the  grant 
of  $300,000. 

Q.2  These  were  the  problem  areas: 

(a)  Students  based  their  evaluation  of  Belanger's  common  shares 
on  their  book  value. 

NOTE:  In  the  English  version,  the  share  price  of  Belanger 

is  stated  at  $28,875  instead  of  $27,875.  This  was  taken 
into  account  in  the  marking. 

(b)  Answers  did  not  differentiate  the  Gordon  Model  and  the  CAPM. 

(c)  The  answers  did  not  indicate  the  floor  value  of  convertible 
securities. 

Q.3  Students  did  not  differentiate  the  stock  concept  for  "accounts 

receivable"  and  "inventories",  and  the  flow  concept  for  profits. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 
ADVANCED  FINANCE  556  EXAMINATION 
JUNE  1984 

SUGGESTED  SOLUTIONS 


TIME :  3  HOURS 


Q.  1  REX  INCORPORATED 

(10)  (a)  Assessment  of  the  payback  period: 

These  criteria  do  not  take  into  account  the  cost  of  capital 
for  the  firm,  i.e.  it  ignores  the  opportunity  cost  of  the  funds 
and  does  not  take  into  consideration  cash  inflow  after  the  payback 
period. 

Assessment  of  the  NPV  method  and  the  IRR  method: 

The  net  present  value  method  (NPV)  and  the  internal  rate  of  return 
method  (IRR)  are  equally  valid  approaches  to  the  project  under 
consideration.  However,  it  must  be  pointed  out  that  the  IRR  is  a 
biased  measure  and  does  not  respect  the  economic  reality  of  the 
firm.  This  is  because  it  supposes  reinvestment  of  cash  inflows 
at  the  IRR,  whereas  the  cost  of  capital  rate  would  be  a  more 
appropriate  criterion  for  the  firm.  Moreover,  should  there  be 
both  positive  and  negative  cash  flows  amongst  the  series,  this  would 
create  mutliple  IRRs. 


(10)  (b)  Net  annual  revenues  before  tax 


Sales 

Purchases 

Salaries 

Net  revenues  before  tax 


$  75,000 
230,000 
$305,000 


$700,000 


305,000 

$395,000 


(15) 


10 

(c)  NPV  =  Z 

t=l 


395,000  (1-0.4) 


(i  +  o.i8)t 

+  900,000  X  0.20  X  0.4 


300,000  X  0.05  X  0.4 
0.18  +  0.05 


f  0-18 

1  +  2 


(1  +  0.18 


0.18' 


1  + 


0.18  +  0.20 
50,000 


200,000  + 

- mr 


150,000 


(1  +  0.18) 


rtr 


V  1  +  0.18  /  (1  +  0. 18) iu  (1  +  0.18) 

200,000  X  0.05X  0.4  (1  +  0.18)-10 


TTT 


50,000  X  0-5  X  0.4 
(1  +  0.18)"11 


0.18  +  0.05 
-  1,350,000. 
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NPV  =  1,065,098.50  +  24,097.27 

+  175,022.30  +  38,212.89  +  28,659.67 
+  9,553.22  -  3,322.86 
-  1,619.19  -  1,350,000.00 

NPV  =  -  14,298.20 

Consequently  this  project  should  not  be  accepted. 


(5)  (d)  The  grant  would  reduce  outlay  on  equipment  by  $300,000,  causing 


a  loss  in  Capital  Cost  Allowance  tax  credits  of: 


$58,340.77 


The  project's  NPV  would  then  be: 

NPV  =  -14,298.20  +  $300,000  -  58,340.77 
NPV  =  227,361.03 

This  project,  therefore,  should  be  accepted. 
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Q.  2  BELANGER 


(7)  (a)  According  to  Gordon's  model: 


p  -  D  where: 


D  =  $2.08 


Ks=  Rj,  +  \  B  =  0.0925  +  0.05  (0.3)  =  0.1075 


g  =  long  term  inflation  rate  =  0.06 


P 


$2.08 


$43.79 


(0.1075  -  0.06) 

To  calculate  g  we  could  also  have  used  the  previous  growth  rate  of 
the  dividends ,  i . e .  : 

1.36  (1  +  g)5  =  1.99 

g  =  0.079 

P  would  then  equal  $73.00.  This  procedure  supposes  an  expectation 
of  similar  future  growth. 

Consequently,  accoridng  to  Gordon's  model  and  to  our  own  calculations, 
Belanger  common  shares  were  undervalued  in  relation  to  their  quoted 
price  of  $27,375. 


(16)  (b)  •  Cost  of  the  debt: 


Assuming  a  pre-tax  cost  of  0.115  and  that  costs  of  issue  are  tax 
deductible : 

K,  =  0.115 
d 

f  =  0.03  (1  -  0.45)  =  0.017 

K  '  =  Kd  ( 1 — T )  =  0.115  (1  -  0 . 45J_  «  0.065 
d  (1-f)  1  -  0.017 

We  could  also  have  calculated  K1  using  the  bond  value  equation  or  by 
using  11%  instead  of  11.5%.  ^ 

•  Cost  of  preferred  shares: 

In  this  case  we  will  only  make  use  of  non  convertible  preferred  shares 
since  conversion  privilege  gives  preferred  shares  a  status  similar  to 
that  of  common  shares.  However,  the  question  of  whether  or  not  to  make 
use  of  all  the  shares  remains  debatable. 
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K'  =  /  2.25 _  +  1,80 _ ]  4  2 

P  y  26 . 50  (1  -  0.017)  21.50  (1  -  0.017)/ 

K'  =  0.085 

P 


•  Cost  of  common  shares: 

-  Using  Gordon's  model  (See  (a)) 


P(l-f) 


+  g 


K 


2.08 


27.375  (1  -  0.017) 
-  Using  the  CAPM 


K'  =  R  +  A  B  + 


(— D  ■ 
\P(l-f) 


+  0.06  =  0.136 


K  =  0.0925  +  0.05  (0.3)  +  2.08 


2.08 


27.401  27.87£ 


0.107 

D  \  takes  into  account  the  not  very  significant 
P(l-f)  P  /  effect  of  transaction  expenses. 


If  we  take  the  cost  of  the  common  shares  as  being  the  average 
of  our  two  estimates  we  will  get  the  following  equation: 


K'  =  (0.136  +  0.107)  4  2=  0.122 

s 

There  are  other  approaches  which  could  be  justified  as  well. 

The  comparison  between  Gordon's  Model  and  the  CAPM  can  be 
based  on  the  formulation  of  the  models  themselves  and/or  based 
on  the  estimation  of  the  parameters.  An  exhaustive  list  of 
the  possible  comparisons  is  not  expected  here. 
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(V)  (c) 


Cost 


Proportion 


Debt 

0.065 

3871 

8201 

=  0.472 

Preferred  shares 

0.085 

522 

=  0.064 

8201 

Common 

0.122 

3808 

=  0.464 

8201 

Weighted  average  cost  of  capital: 

W.A.C.C.  =  (0.065  X  0.472)  +  (0.085  X  0.064)  +  (0.122  X  0.464) 
W.A.C.C.  =  0.093 

(9)  (d)  •  Market  value  of  the  debt: 

D  =  market  value  of  the  debt  in  question 
D  =  factor  X  book  value  of  debt  where: 

Factor  =  P/1000  for  a  denomination  with  average  characteristics, 
i.e.  a  9.5%  coupon  with  a  term  of  13  years  where: 

K,  -  11.5%  or  5.75%  semi-annually, 
d 

1  -  (1  +  0.0575)~26  .  1,000 

P  -  47.50  0.0575  +  (1  +  0.0575)26 

P  =  $867.00 

Then  D  =  867  =  0.867 

1,000 

The  market  value  of  the  debt,  therefore,  is 
$3,871  million  X  0.867  =  $3,356  million. 

•  Market  value  of  preferred  shares : 

PCS  =  market  value  of  preferred  capital  stock 

PCS  =  £  n.  (quoted  price^)  as  per  Table  1 
i 

where  n.  =  the  number  of  outstanding  shares  for  security  i. 

l 

PCS  =  $734  million. 

•  Market  value  of  common  shares: 

CCS  =  market  value  of  common  capital  stock 
CCS  =  188  million  X  $27,875  =  $5,241  million 
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•  Weighted  cost  of  capital: 


If  V  =  D  +  PCS  +  CCS  =  $9,331  million, 

K  =  0.360  (6.5)  +  0.079  (8.5)  +  0.562  (12.3)  =  9.9% 
as  against  9.3%  obtained  on  a  book  value  basis. 


(6)  (e)  The  required  yield  on  non  convertible  preferred  shares  can  be 

calculated  by  using  the  average  dividend  yield  of  the  two  issues 
dealt  with  in  (d) : 


Kp 

=(  2.25 

+  1.80  \ 

t  2  =  0.085 

126.50 

21.50  / 

No. 

1:  V 

=  $1.96  = 

$16.66 

Vm  =  $33.50 

.085 

No. 

2:  V 

=  $2.05  = 

$24.12 

V  =  $27.75 

.085 

No. 

3:  V 

=  $2.70  = 

$31.77 

V  =  $31,875 

.085 

Value  without  conversion  privilege 


V  =  Market  value 
m 


Consequently  all  these  bonds  show  a  premium  on  the  value  without 
conversion  privilege.  The  amount  of  this  premium  should  depend  on 
the  conversion  ratio,  the  price  of  a  Bell  common  share  and  the  maturity 
date  of  the  conversion  privilege. 
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15 


Q.  3 


WOODSTOCK  LIMITED 


($  thousands) 
BALANCE  SHEET 
as  at  30  June  1981 

(10)  (a) 

ASSETS: 

Cash  $  140 

Accounts  receivable  1,100 

Inventories  1 , 980 

Total  current  assets  $3,220 

Land  and  buildings  $  400 

Equipment  590 

Other  8 

Total  assets  $4 , 218 

LIABILITIES : 

Bank  loan  $  856 

Accounts  payable  494 

Other  2^3 

Total  current  liabilities  $1,573 

Mortgage  $  150 

Shareholders '  equity 

Common  stock  $1,350 

Retained  earnings  If  145 

Total  liabilities  and  equity  $4,218 
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Sales  (1981)  =  10,200  +  1,020  =  11,220 


Collection  period  -  accounts 
receivable  (1980) 


1,000  X  365  =  35.8  days 

10,200 


Inventory  turnover  (1980) 


10 , 200  =  5.667  times 
1,800 


Net  income  after  tax/sales  (1980) 


0.041 


Net  income  after  tax  for  the 
first  6  months  of  1981 


11,220  X  0.041  X  0.5  =  230 


Ratio  accounts  payable/sales  (1980) 


900  =  0.088 


10,200 


Accounts  payable  in  1981 


=  11,220  X  0.088  X  0.5  =  494 


Woodstock  will  require  financing  in  the  amount  of  856  at  June  30,  1981. 


(5)  (b)  A  reduction  in  inventory  turnover  would  generate: 


1,980  -  1,603  =  377 

A  shortening  of  the  collection  period  for  accounts  receivable  would 
bring  in: 

1,100  -  922  =  178 

This  would  reduce  bank  loan  requirements  to: 

856  -  555  =  301 


100 


END  OF  SOLUTIONS 
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MANAGEMENT  AUDITING  567  EXAMINATION 
December,  1983 

Time:  3  Hours 

One  of  the  frustrations  felt  by  both  external  and  internal  auditors  is  the  preparation  of 
suitable  working  papers. 

REQUIRED: 

(a)  Discuss  how  standardized  working  papers  can  help  to  relieve  some  of  this  frustration. 

(b)  Would  it  be  easier  to  implement  standardized  working  papers  for  external  auditors  or 
internal  auditors?  Give  reasons  for  your  choice. 

In  any  organization  we  speak  of  line  functions  and  staff  functions. 

REQUIRED: 

(a)  Define  each  of  these  terms. 

(b)  In  some  organizations  the  responsibility  of  the  staff  to  advise  the  line  is  a  source  of 
conflict  which  sometimes  seriously  hinders  the  operations  of  the  organization.  What 
are  some  of  the  common  causes  of  these  conflicts? 

You  are  conducting  a  management  audit  of  one  of  the  operating  divisions  of  the 
company.  In  this  division  you  have  found  that  there  are  frequent  breakdowns  of  the 
machinery  which  result  in  the  division  operating  below  capacity.  The  division  manager 
has  explained  to  you  that  when  he  requests  tradesmen  from  the  maintenance  department 
he  seldom  gets  the  same  individual  who  worked  on  the  machinery  before  and  he 
sometimes  has  to  wait  for  unreasonably  long  periods  of  time  before  a  tradesman  arrives. 
He  further  explains  that  his  division  would  operate  more  efficiently  if  he  were  able  to 
provide  his  own  repair  and  maintenance  crews  who  would  be  under  his  exclusive 
jurisdiction. 

REQUIRED: 

(a)  Point  out  to  the  division  manager  the  major  drawbacks  if  his  idea  was  to  be  adopted. 

(b)  Suggest  two  alternative  approaches  to  solving  this  problem. 

(a)  Describe  the  term  “comprehensive  auditing”  as  it  is  used  in  the  public  sector. 

(b)  Some  of  the  key  characteristics  of  comprehensive  auditing  are  that  it  is 
COORDINATED,  CYCLICAL  and  CONSTRUCTIVE.  Describe  each  of  these 
characteristics  in  the  context  of  comprehensive  auditing. 

In  its  “Standards  for  the  Professional  Practice  of  Internal  Auditing”  the  Institute  of 
Internal  Auditors  states  that  “Internal  Auditors  should  collect,  analyze,  interpret  and 
document  information  to  support  audit  results-  ” 

Discuss,  in  detail,  the  process  of  examining  and  evaluating  information  that  should  be 
carried  out  by  internal  auditors. 
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17  Q.6 

In  an  on-line  real-time  system,  the  traditional  audit  trail  that  we  have  in  computerized 
batch  processing  and  manual  systems  may  be  substantially  reduced  or  eliminated. 

REQUIRED: 

(12) 

(a)  Give  reasons  why  this  may  occur. 

(5) 

(b)  Why  is  it  important  in  an  OLRT  system  that  care  is  taken  to  create  an  audit  trail? 

20  Q.7 

The  sales  department  of  the  company  in  which  you  are  employed  as  a  managerial  auditor 
employs  a  large  staff  of  traveling  salesmen.  The  sales  department  does  not  carry  out  any 
marketing  functions  or  other  related  functions.  The  salesmen  are  reimbursed  for  all 
“reasonable”  expenses. 

You  have  structured  your  audit  in  the  following  main  areas: 

i)  Organization  of  the  sales  department; 

ii)  Realization  of  sales  objectives; 

iii)  Value  analysis  of  customers;  and 

iv)  Control  over  selling  expenses. 

REQUIRED: 

Prepare  an  audit  program  that  would  measure  the  effectiveness  of  the  sales  department  in 
each  of  the  above  areas. 

100 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  AUDITING  567  EXAMINATION 
December,  1983 
EXAMINER'S  COMMENTS 


General 

Students  are  not  paying  enough  attention  to  the  requirements  of 

the  questions  -  they  seem  to  be  regurgitating  all  the  material 

they  have  learned  about  the  topic  covered  by  the  question  without 

trying  to  correlate  their  answers  with  what  is  being  asked. 

Specific 

Q.l  The  first  part  of  the  question  was  well  answered.  In  the 
second  part,  many  students  were  unable  to  show  that  they 
appreciated  the  differences  between  the  functions  of  the 
internal  auditor  and  the  external  auditor. 

Q.2  The  examiner  was  surprised  to  see  the  number  of  answers 
that  stated  that  line  personnel  were  "blue  collar"  workers 
and  staff  personnel  were  "white  collar"  workers.  No  marks 
were  awarded  for  this  type  of  answer.  The  second  part  of 
the  question  was  very  well  done. 

Q.3  Most  students  were  able  to  show  the  adverse  ramifications 
to  the  company  as  a  whole  if  the  division  manager's  idea 
was  adopted  -  however,  most  were  unable  to  come  up  with 
practical,  reasonable  alternatives. 

Q.4  Students  were  unable  to  demonstrate  that  they  fully  under¬ 
stood  what  comprehensive  auditing  is.  Most  of  the  answers 
given  stated  that  "comprehensive  auditing  deals  with  eco¬ 
nomy  effectiveness  and  efficiency". 

Q.5  This  question  was  very  poorly  done.  The  only  reason  that 
the  examiner  could  suggest  for  such  a  poor  showing  is  that 
students  did  not  study  this  material. 

Q.6  Many  students  misread  the  question  as  their  answers 
consisted  of  what  controls  should  exist  on  an  on-line 
real-time  system.  The  requirements  of  the  question  were 
very  specific. 

Q.l  As  in  past  examinations,  students  do  not  seem  to  be  able 
to  separate  the  procedures  that  would  be  conducted  by  the 
management  auditor  when  he  is  attempting  to  measure  effec¬ 
tiveness  of  a  particular  function  as  opposed  to  the  proce¬ 
dure  carried  out  by  the  external  auditor. 
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MANAGEMENT  AUDITING  567  EXAMINATION 
December,  1983 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Q.l  Source:  Lesson  Notes  2:5  and  Appendix  2-II. 

(5)  (a)  Standardized  working  papers  may  help  relieve  some  of  the  frustrations  experienced 

by  auditors  for  the  following  reasons: 

i)  They  help  the  auditors  recall  key  points  to  cover. 

ii)  They  help  the  auditors  in  planning  by  requiring  them  to  write  down  such  things  as 
precise  audit  objectives  and  how  they  would  be  achieved. 

iii)  Overall,  standardized  working  papers  perform  some  of  the  functions  of  an  audit 
manual.  They  provide  a  reminder  of  the  data  that  must  be  recorded  to  support  the 
conclusions  and  an  orderly  arrangement  of  material  from  objectives,  through 
the  procedures  and  obtaining  evidence,  to  the  resulting  conclusion. 

(5)  (b)  Audit  working  papers  may  be  more  of  a  problem  for  internal  auditors  than  for 

external  auditors.  External  auditors,  in  most  engagements,  can  use  a  standardized 
approach  in  which  the  necessary  schedules  to  support  statement  items  are  referenced 
to  a  “lead”  sheet  whose  total,  in  turn,  is  referenced  to  the  financial  statement.  Because 
of  the  repetitive  objectives  of  the  external  auditor’s  attest  audit,  it  is  fairly 
straightforward  to  document  evidence  of  the  auditor’s  verification  of  individual 
items. 

(5)  The  objectives  of  the  internal  auditor  may  vary  widely  from  one  assignment  to  the 

next.  In  addition,  the  internal  auditor  is  required  to  document  the  results  of 
compliance  reviews,  action  taken  in  response  to  control  information  and  evaluation 
of  the  efficiency  of  the  use  of  resources.  The  internal  auditor  does  not  have  last  year’s 
working  papers  to  use  as  a  model. 

Q.2  Source:  Text,  pages  1 10  and  111. 

(4)  (a)  Line  functions  are  those  organizational  units  that  have  direct  responsibility  for 

accomplishing  the  objectives  of  the  enterprise. 

Staff  functions  are  those  organizational  units  which  act  in  an  advisory  capacity  to  the 
line  people  to  help  them  accomplish  the  primary  objectives  of  the  enterprise. 

(10)  (b)  Some  of  the  more  common  causes  of  conflicts  between  line  functions  and  staff 

functions  are: 

i)  Staff  personnel  are  usually  younger,  more  highly  educated  and  more  ambitious 
than  line  personnel. 

ii)  Staff  feel  that  line  personnel  are  not  willing  to  institute  any  changes. 
Consequently,  tension  results. 

iii)  Line  often  feel  that  the  staffs’  proposals  are  impractical  and  unproven.  They  feel 
uncomfortable  with  the  more  highly  educated  staff  assistants. 

iv)  Staff  tend  to  have  poorly  developed  interpersonal  skills. 
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10  Q.3 

(6) 


(4) 


11  Q.4 

(5) 

(6) 


v)  Staff  sometimes  overstep  their  authority  by  issuing  instructions  directly  to  line 
subordinates.  This  undermines  the  authority  of  the  line  manager. 

vi)  Staff  assistants  often  uncover  practices  which  contravene  company  policies  and 
procedures  or  inefficient  and  outdated  practices  which  the  line  often  go  to  great 
lengths  to  conceal  or  justify. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  10  marks. 

Source:  Lesson  8;  Lesson  Notes  8:3  and  8:4. 

(a)  The  major  drawbacks  are: 

i)  The  overall  number  of  persons  engaged  in  maintenance  would  be  larger  which 
could  result  in  the  under-utilization  of  tradesmen  in  the  individual  operating 
units. 

ii)  A  major  breakdown  in  his  division  may  be  more  than  his  maintenance  crew  can 
handle,  which  may  make  it  necessary  to  borrow  maintenance  workers  from  other 
departments  and  consequently,  he  could  have  the  same  problems  as  there  were 
with  a  centralized  maintenance  department. 

iii)  It  would  be  impracticable  under  a  decentralized  system  to  have  functional  heads 
for  the  several  trades  who  could  provide  useful  training  instruction  and  advice  on 
difficult  assignments. 

(b)  Alternative  approaches  are: 

i)  Major  operating  departments  should  have  permanently  assigned  tradesmen  who 
become  familiar  with,  and  work  exclusively  on,  the  equipment  in  those 
departments. 

ii)  Contract  the  repair  and  maintenance  function  to  an  outside  organization. 
NOTE:  2  marks  for  each  point. 

Source:  Lesson  Notes  10:2. 

(a)  Comprehensive  auditing  is  a  type  of  auditing  designed  to  review  and  report  on  the 
management  of  financial,  human  and  physical  resources,  to  provide  the  greatest 
possible  degree  of  accountability  in  the  expenditure  of  public  funds.  It  includes 
assessing  the  adequacy  of  management  systems  and  controls  to  ensure  due  regard  to 
economy,  efficiency,  and  effectiveness. 

(b)  COORDINATED  —  coordination  with  and  reliance  on  internal  auditing  to  the 
maximum  extent  possible.  The  degree  of  reliance  will  depend  upon  the  extent  and 
quality  of  internal  comprehensive  auditing  which  can  be  one  of  the  sharpest  and  most 
effective  tools  available  to  management. 

CYCLICAL  —  reporting  on  audit  examinations  annually,  where  appropriate,  or  at 
longer  intervals  depending  upon  the  size  and  complexity  of  the  organization.  This 
results  in  more  cost  effective  audits,  gives  management  time  for  reasonable  corrective 
action  and  permits  more  effective  review  by  governing  bodies. 

CONSTRUCTIVE  —  it  draws  attention  to  underlying  causes  of  weaknesses  and 
suggests  to  management  lines  along  which  improvements  should  be  made. 
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13  Q.5  Source:  Appendix  1  -  III  (Lesson  Notes). 

The  process  of  examining  and  evaluating  information  that  should  be  carried  out  by 
internal  auditors  is  as  follows: 

(2)  Information  should  be  collected  on  all  matters  related  to  the  audit  objectives  and  scope  of 
work. 


17 


(2)  Information  should  be  sufficient,  reliable,  relevant,  and  useful  to  provide  a  sound  basis 
for  audit  findings  and  recommendations. 

(2)  Audit  procedures  should  be  selected  in  advance,  where  practicable,  and  expended  or 
altered  if  circumstances  warrant. 


(3)  There  should  be  proper  supervision  throughout  the  entire  process  to  provide  reasonable 
assurance  that  the  auditor’s  objectivity  is  maintained  and  that  audit  goals  are  met. 

(4)  Working  papers  that  document  the  audit  should  be  prepared  by  the  auditor  and  reviewed 
by  management  of  the  internal  auditing  department.  These  papers  should  record  the 
information  obtained  and  the  analyses  made,  and  should  support  the  bases  of  the  findings 
and  recommendations  to  be  reported. 


Q.6  Source:  Appendix  5  -  V. 

(12)  (a)  The  reasons  why  in  an  OLRT  system  that  the  traditional  audit  trail  may  be 

substantially  reduced  or  eliminated  are: 

(2)  i)  Users  may  enter  transactions  directly  into  the  computer  or  on  to  magnetic  media, 
with  the  result  that  traditional  input  documents  are  no  longer  used  or  are  fewer  in 
number. 

(2)  ii)  Source  documents  are  no  longer  retained  or  are  difficult  to  access. 

(2)  iii)  Back-up  records  might  not  be  retained  for  as  long  as  audit  requirements  would 
suggest. 

(2)  iv)  There  is  a  lack  of  formal,  traditional  authorization  and  approval  information. 

(3)  v)  The  collection  or  generation  of  data  for  the  output  reports  may  come  on  a 

transaction-by-transaction  basis,  at  random,  and  without  conventional  batch 
controls.  What  is  received,  as  well  as  what  is  processed  at  the  computer  end,  may 
not  necessarily  reflect  all  the  data  sent  in  from  the  terminals. 

(2)  vi)  Hard  copy  is  provided  only  in  exceptional  circumstances. 

NOTE:  Maximum  of  12  marks. 


(5)  (b)  It  is  important  in  an  OLRT  system  that  care  is  taken  to  create  an  audit  trail  so  that: 

(1)  i)  Management  can  ensure  the  accuracy,  reliability  and  completeness  of  the  data. 

( 1 )  ii)  Users  can  obtain  the  information  they  require  to  plan  and  control  their  activities, 
answer  customer’s  enquiries,  etc. 

(1)  iii)  The  data  processing  department  can  reconstruct  data  base  files  destroyed  by  a 
power  failure  or  other  disruption. 

(1)  iv)  Auditors  can  test  the  system. 

(1)  v)  Government  information  requirements  are  met. 
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Q.7  Source:  Text,  pages  354  and  355. 


100 


i)  Organization  of  the  sales  department. 

—  What  are  the  current  objectives  of  the  sales  department? 

—  How  many  customers  and  what  is  the  size  of  the  customers  for  each  salesman? 

—  What  are  the  areas  covered  by  each  individual  salesman? 

—  What  is  the  volume  of  business  done  and  distribution  throughout  the  selling  area 
by  the  key  customers? 

—  What  delivery  arrangements  are  made  with  customers? 

—  What  are  the  costs  of  operating  the  territory? 

—  What  are  the  number  and  location  of  salesmen  reporting  to  each  sales  supervisor? 

ii)  Realization  of  sales  objectives. 

—  What  are  the  goals  for  individual  salesmen  and  the  department  as  a  whole? 

—  What  is  the  frequency  of  detailed  reporting  of  sales  by  product,  territory, 
salesman,  customer?  Is  this  reporting  consistent  with  the  way  goals  were 
specified? 

iii)  Value  analysis  of  customers. 

—  What  is  the  profitability  analysis  of  each  customer?  Items  to  consider: 

Volume  per  customer 

Cost  of  shipping  excessive  numbers  of  small  orders 

Cost  of  calling  on  small  accounts 

Complaints 

Shelf  display  and  market  percentage  of  selected  lines 
Per  capita  consumption  of  specific  lines 
Delivery  costs  per  pound 

iv)  Control  over  selling  expenses. 

—  What  is  the  budget  by  class  of  expense  for  each  salesman? 

—  Is  there  prior  approval  by  a  sales  supervisor  for  major,  controllable  costs  such  as 
major  entertainment  costs? 

—  Is  there  a  review  of  the  incurred  costs  in  relation  to  benefits  received? 

NOTE:  2  marks  for  each  point  to  a  maximum  of  20  marks. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  AUDITING  567  EXAMINATION 
March,  1984 


Marks  Time:  3  Hours 

12  Q.l  The  sales  forecast  affects  many  areas  of  corporate 
activity  since  it  establishes  the  general  area  within 
which  the  company  expects  to  operate. 

As  a  management  auditor,  you  are  aware  that  if  the 
sales  as  outlined  in  the  sales  forecast  do  not  mater¬ 
ialize  or  if  they  are  greater  than  expected,  the  com¬ 
pany  could  suffer  huge  losses  or  experience  severe 
problems . 

List  the  audit  steps  required  in  doing  a  managerial 
review,  to  determine  the  effectiveness  of  the  basic 
methods  used  in  preparing  the  sales  forecast. 


20 


10 


12 


Q.2 

(5)  (a)  Describe  the  term  "preliminary  survey"  as  it  is 

used  by  an  internal  management  auditor. 

(15) (b)  List  and  describe  briefly  the  basic  steps  that 
Mr.  Ed  Hefferon  of  the  U.S.  General  Accounting 
Office  has  suggested  should  be  present  when  con¬ 
ducting  a  preliminary  survey. 

Q.3  Both  internal  and  external  auditors  speak  of  the  con¬ 
cept  of  materiality. 

(4)  (a)  Define  the  term  materiality. 

(6)  (b)  Discuss  the  concept  of  materiality  in  the  context 

of  internal  management  auditing  and  external 
auditing . 

Q.4  In  the  schedule  of  the  internal  audit  department  for 
the  next  month  is,  for  the  first  time,  a  management 
review  of  the  maintenance  function  of  the  plant. 


REQUIRED: 

List  the  principal  controls  that  you  would  be  looking 
for. 


NOTE:  You  are  not  required  to  prepare  an  audit  pro¬ 

gram. 
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12  Q. 


14  Q. 
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5  The  company  in  which  you  are  employed  as  a  management 
auditor  is  evaluating  the  possibility  of  converting 
its  manual  based  accounting  applications  to  a  com¬ 
puterized  system. 

REQUIRED: 

Prepare  a  list  of  questions  that  would  outline  the 
auditor's  interest  in  evaluating  these  plans. 

6  In  their  article  "Internal  Control  -  A  Management 
View"  Mautz  and  White  distinguish  between  accounting 
based  internal  controls  and  management  controls. 
Discuss  how  these  two  types  of  controls  differ. 

7  You  are  in  the  process  of  concluding  an  audit  in  one 
of  the  divisions  of  the  company  in  which  you  are  em¬ 
ployed  as  a  management  auditor.  The  division  manager 
has  made  it  quite  clear  throughout  your  audit  that 
your  presence  is  nothing  more  than  a  nuisance  to  him 
and  his  staff.  Your  findings  include  some  significant 
control  weaknesses  and  a  lack  of  coordination  between 
this  division  and  other  divisions  of  the  company. 

Bearing  in  mind  that  you  wish  to  improve  the  relation¬ 
ship  between  your  department  and  this  division,  state 
how  you  would  discuss  your  findings  with  the  auditee. 


END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  AUDITING  567  EXAMINATION 
March,  1984 
EXAMINER’S  COMMENTS 


General 

Very  few  students  showed  any  solid  understanding  of  the  subject 
matter.  As  in  many  of  these  examinations  students  seem  to  be 
memorizing  certain  key  points  and  then  simply  regurgitating  them 
regardless  of  the  fact  that  these  points  are  not  pertinent  to  the 
question  asked. 

Specific 

Q.l  This-  question  was  quite  well  handled.  Students  showed  a 
good  understanding  of  the  sales  forecasting  area. 

Q.2  This  question  was  poorly  handled.  The  indication  is  that 

students  do  not  think  that  the  reading  of  the  articles  en¬ 
closed  in  the  lesson  notes  is  important.  Most  students 
answered  this  question  by  giving  an  outline  of  the  audit 
process  which  was  covered  in  Auditing  417. 

q.3  Again  the  examiner  was  surprised  at  the  results  in  this 

question.  Materiality  is  a  concept  that  is  discussed  in  a 
number  of  different  courses  other  than  Auditing  567;  yet, 
students  failed  to  discuss  this  very  important  concept 
adequately . 

Q.4  The  greatest  deficiency  exhibited  in  answering  in  this 

question  was  the  students'  inability  to  read  the 

"required".  It  was  specifically  stated  that  an  audit 
program  should  not  be  prepared  but  students  should  list 
the  principal  controls  in  the  maintenance  function;  yet, 

most  students  gave  an  audit  program. 

0.5  Overall,  this  question  was  well  answered.  The  most  common 
weakness  exhibited  was  the  failure  of  some  students  to 
discuss  whether  or  not  there  were  any  shortcomings  in  the 
present  manual  system.  Most  students  dealt  with  the  con¬ 
siderations  of  a  computerized  system  without  first  estab¬ 
lishing  the  necessity  to  convert  from  a  manual  system. 

q . 6  Most  of  the  comments  given  in  Question  2  are  applicable 

here.  Students  are  not  paying  careful  enough  attention  to 
the  articles  contained  in  the  lesson  notes.  Most  students 
were  able  to  discuss  accounting  controls  adequately  but 
were  not  able  to  show  that  management  controls  were  any 
different  than  accounting  controls. 

Q.l  This  question  was  very  poorly  done.  Most  answers  given 

would  certainly  not  result  in  improving  the  relationship 
between  auditor  and  auditee;  they  would  assist  in  further 
antagonizing  the  division  manager.  A  great  many  students 
started  off  their  answer  by  stating  that  they  would  show 
the  division  manager  the  mandate  of  the  Internal  Audit 
Department  and  the  division  manager  would  have  no  choice 
but  to  accept  the  findings  and  recommendations  of  the 
auditor  . 
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MANAGEMENT  AUDITING  567  EXAMINATION 

March,  1984 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  Hours 

12 

0.1  Source:  Text  Pages  349  and  350. 

Enquire  of  the  individuals  responsible  for  the  pre¬ 
paration  of  the  sales  forecast  the  methods  employed 
and  whether  other  methods  have  been  tested  or  con¬ 
sidered. 

Determine  the  possibilities  of  computational  error  by 
checking  the  mathematics  of  the  forecast. 

Determine  the  cost  of  preparation  of  the  forecast. 
Determine  that  this  cost  provides  a  satisfactory 
return  to  management. 

Determine  the  assumptions  that  are  used  in  preparation 
and  that  they  are  known  to,  and  accepted  by,  all  per¬ 
sons  concerned  with  the  forecast. 

Consider  how  appropriate  the  use  of  exponential  growth 
rates  is  to  the  company's  future  outlook. 

Determine  that  the  basic  information  used  in  the  fore¬ 
cast  has  been  obtained  from  the  sales  department. 

Compare  previous  forecasts  with  actual  results  and  see 
if  any  discrepancies  were  investigated  to  determine 
the  causes. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  12 

marks . 

20 

0 . 2  Source:  Lesson  Notes  Appendix  10  -  V. 

(5)  (a)  During  the  preliminary  survey,  an  internal  manage¬ 

ment  auditor  attempts  to  quickly  establish  the 
critical  path  for  the  job  and  to  focus  on  those 
areas  that  will  produce  the  greatest  results.  It 
may  be  considered  to  be  the  most  sensitive  phase 
of  the  audit.  The  objective  is  to  draw  the  audit¬ 
or's  attention  to  the  most  important  matters  on 
which  to  focus  audit  effort. 
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(15) (b) 
(1) 
(3) 


(1) 

(2) 


(1) 

(2) 


(1) 

(2) 


(1) 

(2) 


(1) 

(2) 


Basic  steps  are: 

i)  Reaching  agreement  on  scope. 

In  this  step  an  early  meeting  should  be  held  with 
all  concerned  parties  to  define  the  scope  of  the 
work  as  precisely  as  possible.  One  effective  way 
to  help  clarify  scope  is  to  follow  the  meeting 
with  an  engagement  letter.  The  auditor  should  ad¬ 
vise  requestors  of  the  audit  that  he  will  look  at 
the  situation  objectively  and  report  the  facts  as 
he  sees  them. 

ii)  Arranging  key  briefings. 

The  client's  personnel  should  give  a  series  of  key 
briefings  to  the  audit  staff  which  would  give  the 
auditors  a  general  orientation  to  the  activity.  It 
is  not  necessary  at  this  stage  to  explore  all 
details  of  a  particular  problem  or  expenditure  - 
just  simply  to  know  that  it  does  exist. 

iii)  Collecting  survey  data. 

Sufficient  data  which  would  be  useful  for  the  sur¬ 
vey  and  which  would  contribute  to  the  preliminary 
diagnosis  must  be  collected.  The  data  collected 
must  be  organized  in  a  logical  and  useful  way. 

iv)  Physically  touring  the  facilities. 

The  tour  serves  to  give  the  staff  a  good  point  of 
reference  from  which  to  evaluate  the  data  gathered 
in  the  other  survey  steps.  Observant  audit  staff 
may  also  come  up  with  good  audit  findings. 

v)  Observing  clarifying  briefings. 

As  the  audit  staff  begins  to  assess  the  informa¬ 
tion  gathered  new  questions  would  arise.  When  a 
sufficient  number  of  questions  are  collected, 
clarifying  briefings  should  be  arranged  with  the 
client's  personnel. 

vi)  Evaluating  survey  data. 

In  this  step,  the  audit  staff  must  pull  things  to¬ 
gether,  eliminate  the  seemingly  unimportant  or 
less  important  issues,  and  focus  on  the  problems. 
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(1)  vii)  Preparing  the  survey  memorandum. 


(3)  This  is  the  documentation  of  the  final  diagnosis. 
It  must  be  complete  and  well  organized  so  that  an 
independent  reviewer  can  read  it  easily  and  follow 
the  auditor's  logic.  The  findings  should  be  group¬ 
ed  or  categorized  in  some  logical  fashion. 

NOTE:  Maximum  of  15  marks. 

10  Q.3 

Source:  Text  Pages  143  and  144. 

(4) 

(a)  An  item  is  "material"  for  audit  purposes  if  there 
is  a  significant  risk  that  failure  to  fully  verify 
the  item  would  fail  to  detect  material  errors, 
i.e.,  errors  that  would  significantly  distort 
those  auditee  assertions  that  the  auditor  is  con¬ 
cerned  with. 

(6) 

(b)  The  external  auditor  is  required  to  render  an 
opinion  on  the  client's  financial  statements,  not 
to  provide  absolute  accuracy.  Just  how  much  an  ex¬ 
ternal  auditor  may  relax  his  efforts  to  provide 
absolute  accuracy  and  settle  for  reasonable  accu¬ 
racy  is  a  matter  of  audit  judgment.  His  auditing 
efforts  are  concerned  with  a  threshold  of  accuracy 
above  which  it  is  uneconomic  to  go.  This  then  be¬ 
comes  the  guideline  for  materiality. 

The  management  auditor  should  be  equally  concerned 
with  the  materiality  concept.  However,  it  is  not 
usually  necessary  for  the  management  auditor  to 
consider  the  cumulative  materiality  of  an  informa¬ 
tion  set. 

12  Q .  4 

Source:  Lesson  Notes  8:4  and  Text  Pages  383  and  384. 

(2) 

Principal  controls: 

i)  Effective  scheduling  and  deployment  of  personnel 
so  that  idle  time  is  minimized. 

(2) 

ii)  Employees  are  properly  instructed,  are  provided 
with  proper  tools  and  supplies  to  avoid  waste 
time . 

(2) 

i i i ) The  methods  by  which  deliberate  low  production  by 
employees  is  prevented. 

(2) 

iv)  Proper  schedules  for  preventive  maintenance  main¬ 
tained  and  kept  up-to-date. 
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(2)  v)  Required  preventive  maintenance  checks  are  carried 
out  at  each  scheduled  inspection. 

(2)  vi)  The  manner  in  which  excessive  overtime  and 
"call-in"  labor  premiums  are  avoided. 

20  0-5  Source:  Text  Pages  228  and  229. 

Is  the  accounting  department  experiencing  increased 
work  volume? 

Does  the  present  system  fail  to  give  the  information 
necessary  to  manage  effectively  and  is  the  information 
timely  enough? 

Is  a  large  volume  of  work  being  done  by  clerks? 

Are  there  recurring  bottlenecks  and  delays  in  meeting 
your  present  information  and  closing  schedules? 

Is  there  information  that  you  need  which  cannot  be 
generated  by  your  present  employees  and/or  systems? 

What  are  the  specific  problems  of  the  current  system? 

What  are  the  major  alternative  approaches  that  may  be 
preferred? 

What  is  the  technical  and  economic  feasibility  of  the 
proposed  solution? 

What  is  the  relationship  of  the  proposed  system  to 
existing  and  other  planned  systems  and  procedures? 

What  qualitative  and  quantitative  benefits  can  be 
expected  and  when? 

What  is  the  implementation  plan  including  identifica¬ 
tion  of  check  points  for  management  review? 

Have  competitive  bids  been  obtained  from  at  least  two 
computer  manufacturers? 

What  controls  must  be  built  into  the  system? 

Have  all  costs  associated  with  the  new  system  been 
considered: 

-  equipment 

-  installation 

-  programs 

-  education 

-  maintenance 
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Have  arrangements  been  made  for  back-up  in  case  of 
emergency? 

NOTE:  2  marks  for  each  point  to  a  maximum  of  20 

marks. 

12  Q.6  Source:  Appendix  4  -  VII. 

Accountants  tend  to  regard  "control"  as  a  limiting  de¬ 
vice  and  this  gives  the  activity  a  negative  tone.  Man¬ 
agers  prefer  to  regard  "control"  in  a  more  positive 
light  as  a  means  not  only  of  avoiding  errors  but  of 
getting  things  done.  Accounting  based  controls  are  of¬ 
ten  associated  with  the  safeguarding  of  assets,  while 
management  is  usually  more  interested  in  controls  to 
ensure  that  assets  are  effectively  utilized. 

Accounting  based  controls  are  mainly  associated  with 
tangible  assets  and  liabilities,  whereas  management  is 
also  concerned  with  protection  of  important  intangible 
resources  such  as  an  organization's  credit  rating, 
etc . 

Accounting  based  controls  are  generally  concerned  with 
ensuring  the  accuracy  of  the  information  furnished  to 
users  of  the  financial  statements.  Managers  are  pri¬ 
marily  concerned  with  financial  information  used  in 
making  internal  management  decisions  and  therefore 
seek  controls  to  ensure  the  accuracy  of  that  informa¬ 
tion. 

14  Q.7  Source:  Text  Chapters  5  and  11. 

Evaluate  the  significance  of  each  finding  and  attempt 
to  resolve  minor  items  at  operating  levels. 

Call  a  meeting  of  all  divisions  involved  to  discuss 
major  findings. 

Offer  practical  solutions  to  your  findings. 

Request  from  departments  alternative  solutions. 

Obtain  agreement  (as  much  as  possible)  on  the  steps  to 
be  taken  to  correct  the  shortcomings. 

Be  sure  to  not  only  point  out  faults  but  to  praise 
strong  points. 

Advise  all  concerned  that  a  report  will  be  made  to  the 
lowest  level  of  management  who  can  initiate  the  cor¬ 
rective  action. 

Assure  auditee  that  you  are  not  assessing  technical 
competence . 
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Review  draft  copy  of  report  with  auditee  before  the 
final  copy  is  prepared  and  distributed  to  senior  man¬ 
agement. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  14 

marks. 


100 


END  OF  SOLUTIONS 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 

MANAGEMENT  AUDITING  567  EXAMINATION 
June,  1984 

Time:  3  Hours 


18  Q.l  You  are  the  Director  of  Internal  Audit  of  a  large 

manufacturing  concern.  You  have  received  an  anonymous 
tip  that  one  of  the  buyers  in  the  Purchasing  Depart¬ 
ment  is  maintaining  a  standard  of  living  that  is 
higher  than  his  salary  would  permit. 

Initially  you  pay  no  attention  but  you  notice  that 
this  particular  buyer  drives  a  very  expensive  foreign 
sports  car  and  that  he  wears  extremely  expensive 
clothes . 

Since  a  review  of  the  purchasing  function  is  scheduled 
for  the  following  month  you  decide  that  you  will  pay 
particular  attention  to  the  transactions  performed  by 
this  buyer. 

REQUIRED: 

List  the  specific  audit  steps  that  you  would  perform 
to  determine  if  the  buyer  is  using  his  position  to 
misappropriate  assets  of  the  company. 

10  Q.2  You  are  conducting  a  management  review  of  the  accounts 

payable  system  of  the  company  in  which  you  are  employ¬ 
ed  as  a  management  auditor.  You  are  testing  the  in¬ 
ternal  control  procedure  of  requiring  approval  before 
vouchers  are  paid.  You  believe  that  in  order  to  place 
reliance  on  this  procedure  you  must  be  95%  confident 
that  the  number  of  vouchers  that  are  paid  without 
being  approved  is  not  greater  than  8%.  You  take  a 
pilot  sample  and  conclude  that  the  expected  error  rate 
is  6%  . 

REQUIRED: 

(4)  (a)  Calculate  the  required  sample  size  that  would 

yield  the  desired  confidence  about  the  population 
error  rate.  (The  confidence  coefficient  at  a  95% 
confidence  level  is  1.64.) 

The  required  sample  size  can  be  calculated  as  fol¬ 
lows: 
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n 


16 


15 


11 

15 


5 


=  C2.p.q. 

(pre)2 

where  n  =  required  sample  size 

C  =  confidence  coefficient 
p  =  expected  occurrence  rate 
q  =  1  -  p 
pre  =  precision 

(6)  (b)  Based  on  the  sample  chosen  in  part  (a)  you  find 

that  19  of  the  vouchers  lack  the  proper  approval. 
What  conclusions  can  you  draw? 

Q.3  You  are  conducting  a  review  of  the  capital  expendi¬ 
tures  of  the  firm  in  which  you  are  employed  as  a  man¬ 
agement  auditor.  One  of  the  objectives  of  your  review 
is  to  determine  how  effectively  capital  expenditures 
are  being  controlled  by  means  of  work  orders. 

REQUIRED: 

Prepare  an  audit  program  to  meet  this  objective. 

Q  •  4 

(6)  (a)  Discuss  the  differences  in  the  audit  report  that 

would  be  prepared  by  an  external  auditor  as  op¬ 
posed  to  that  prepared  by  an  internal  auditor. 

(9)  (b)  Outline  the  basic  steps  that  you  think  are  neces¬ 

sary  in  preparing  and  issuing  a  written  report  at 
the  end  of  an  internal  management  audit. 

Q.5  Discuss  how  "financial"  audits  developed  into  "opera¬ 
tional"  audits  in  both  the  private  and  public  sectors. 

Q.6  As  a  management  auditor  you  are  undertaking  a  review 
of  the  collection  of  accounts  receivable  in  the  firm 
in  which  you  are  employed.  List  the  audit  program 
steps  to  ensure  that  the  accounts  receivable  are  prop¬ 
erly  aged  and  followed  up  to  ensure  prompt  collection. 

Q.7  What  attributes  should  be  present  in  the  DETECTOR  to 
make  it  effective? 
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10  Q.8 

Select  and  briefly  identify  a  function,  entity  or  pro¬ 
gram  in  the  public  sector.  This  is  your  choice;  it 
might  be  an  entity  such  as  a  hospital,  a  parks  and 
recreation  commission,  a  museum,  a  street  cleaning  de¬ 
partment,  an  information  bureau,  an  educational  insti¬ 
tution,  a  tourist  bureau,  etc.  Briefly  describe  the 
entity  as  you  envisage  it.  Then,  for  each  of  the  fol¬ 
lowing  audit  objectives,  describe  one  aspect  of  the 
function  that  you  would  review  or  evaluate.  (For  exam¬ 
ple,  if  you  were  dealing  with  a  hospital,  under  the 
objective  of  "verification"  you  might  verify  the  exis¬ 
tence  of  specific  inventories,  or  verify  the  relia¬ 
bility  -  for  decision-making  -  of  information  about 
the  utilization  of  hospital  facilities.) 

(2) 

(a)  Verification 

(2) 

(b)  Compliance  with  policies,  procedures,  legislation, 
etc . 

(2) 

(c)  Economy  in  acquiring  resources 

(2) 

(d)  Efficiency  in  converting  inputs  (resources)  to 
outputs 

(2) 

(e)  Effectiveness  in  realizing  the  stated’  goals  for 
the  entity  or  program 

Too 

END  OF  EXAMINATION 
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CERTIFIED  GENERAL  ACCOUNTANTS  *  ASSOCIATION  OF  CANADA 


MANAGEMENT  AUDITING  567  EXAMINATION 
June,  1984 
EXAMINER'S  COMMENTS 


General 

A  general  lack  of  exam  writing  technique  was  exhibited  by  most  students. 
If  coaching  seminars  are  available,  students  are  recommended  to  take  advantage 
of  them. 


Specific 


Q. 1  Many  students: 

-  based  answers  on  valid  but  less  conclusive  audit  procedures, 
such  as  discussion  and  observation; 

-  did  not  mention  that  tangible  evidence  of  possible  defalcation 
is  available  for  examination,  such  as  cheques,  competitive  quotes 
and  receiving  reports; 

-  did  not  consider  interrelationship  of  purchasing  to  other  operations 
such  as  inventory  control,  approval,  invoicing,  receiving  and 
purchase  requisitions; 

-  offered  only  general  discussion  on  the  importance  of  segregation 
of  duties. 

Q.2  (a)  Students  were  generally  unfamiliar  with  the  components  of 

the  sample  size  formula.  The  component  most  often  missed 
was  the  precision  (PRE). 

NOTE:  A  calculator  is  a  necessary  part  of  the  audit  function 

and  a  non-progranmable  calculator  is  allowable  in  the  examination 
room. 

(b)  The  majority  did  calculate  the  error  rate,  but  very  few  calculated 
the  achieved  precision.  Very  few  answers  expressed  the  audit 
conclusions  in  quantitative  terms  as  was  required.  Successful 
responses  included  discussion  of  whether  the  auditor  could 
rely  on  the  control  based  on  the  findings. 

Q.3  Many  students  incorrectly  discussed  controls  other  than  the  work 

ordered,  such  as  pre-acquisition  or  post-acquisition  reviews. 

Others  did  not  concentrate  on  the  effectiveness  issue;  instead, 
they  discussed  efficiency  and  cost  controls,  or  listed  detailed 
audit  steps  to  follow  upon  purchase  of  a  fixed  asset. 
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Q*4  (a)  Those  students  who  merely  listed  and  discussed  the  components 

of  the  standard  audit  report  did  poorly.  Very  few  mentioned 
that  the  internal  audit  report  should  summarize  what  was 
being  done  by  management  to  rectify  or  improve  the  situation. 

(b)  Most  students  answered  this  part  well.  However,  some  had 
difficulty  identifying  the  basic  steps  and  concisely  communicating 
them. 

Q-5  Very  few  answers  recognized  the  importance  of  the  formation  of 

the  institute  of  internal  auditor,  or  the  work  of  the  visionary 
auditors  in  the  late  3  0's  and  early  40' s.  Most  students  limited 
their  response  to  stating  that  "development  grew  out  of  the  need 
for  managers  to  know  if  operations,  under  their  control,  are  economic, 
efficient  and  effective." 

In  contrast,  the  public  sector  portion  of  the  question  was  well 
answered,  with  many  answers  recognizing  most  of  the  aspects  contained 
in  the  solution. 

Q*6  Successful  answers  specifically  evaluated  the  procedure  for  the 

follow-up  of  overdue  accounts  and  bad  debts.  Those  which  offered 
a  comprehensive  audit  program  for  accounts  receivables  fared  poorly. 

Q*7  Most  students  showed  awareness  of  what  a  detector  was,  but  few 

were  able  to  enumerate  more  than  three  attributes.  Those  who 
were  successful  on  this  question  related  the  number  of  ideas  in 
their  solutions  to  the  number  of  marks  available. 

Q.8  This  question  was  well  answered  by  a  large  majority  of  the  students. 

Those  who  did  not  do  well,  omitted  to  relate  the  question  to  the 
situation  they  selected;  omitted  to  describe  an  aspect  to  be  reviewed 
or  evaluated;  or  confused  efficiency  with  effectiveness. 
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CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION  OF  CANADA 


MANAGEMENT  AUDITING  567  EXAMINATION 
June,  1984 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


18  0.1  Source:  Lesson  7. 

Make  a  detailed  review  of  controls  related  to  purchas- 
'  ing  to  identify  any  weaknesses  which  could  permit  the 

buyer  to  commit  defalcations. 

Select  a  representative  sample  of  purchase  orders 
issued  by  the  buyer  and: 

i)  Determine  that  the  company's  procedures  and 
policies  were  properly  followed. 

ii)  If  there  is  a  limit  over  which  the  buyer  re¬ 
quires  approval,  determine  whether  any  orders 
were  split  in  order  to  evade  the  limit. 

iii)  Compare  the  purchase  orders  with  related  ap¬ 
proved  requisitions  to  determine  that  pur¬ 
chase  orders  were  issued  only  for  goods  and 
services  required  by  the  business  and  are 
properly  authorized  by  parties  outside  of  the 
purchasing  department. 

iv)  Examine  the  cancelled  cheques  for  the  orders 
under  verification,  noting  the  payee  and  en¬ 
dorsement. 

v)  Test  the  authenticity  of  suppliers  by  refer¬ 
ence  to  telephone  directories. 

vi)  Compare  the  prices  with  other  suppliers. 

vii)  Trace  goods  invoiced  to  receiving  reports  and 
perpetual  inventory  records. 

viii) Analyze  transactions  with  major  suppliers, 
noting  any  supplier  that  appears  to  be  heav¬ 
ily  favored. 

ix)  Examine  competitive  bids  received  and  follow¬ 
up  any  discrepancies. 

x)  Review  results  of  physical  inventory  and 
reconcile  to  store  withdrawal  slips. 

NOTE:  2  marks  for  each  point  to  a  maximum  of  18  marks. 
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2  Source:  Text,  Chapter  10. 

)  (a)  The  required  sample  size  is  calculated  as  follows: 


n  =  C^.p.q. 

( pre ) 2 


where  n 
C 
P 

q 

pre 


required  sample  size 
confidence  coefficient 
expected  occurrence  rate 

1  -  p 

precision 


n  -  (1.64)2  (.06)  (1-.06)  =  380  vouchers 

(  .02)2 


)  (b)  p  =  19 

380 


.05;  therefore,  q  =  .95 


The  achieved  precision  is: 


C  p.q. 
n 


1.64  (.05)  (.95) 

380 


.018 


or  1.8%  which  is  approximately  2%. 

The  auditor  may  conclude: 

i)  There  is  a  5%  chance  the  actual  error  rate  is 
below  3%  and  a  5%  chance  it  is  above  7%. 

ii)  He  is  95%  confident  that  the  actual  error 
rate  does  not  exceed  7%. 

3  Source:  Text,  page  318. 

Are  the  limits  of  authority  for  different  levels  of 
management  placed  too  high  or  too  low? 

Is  work  being  started  or  is  equipment  being  ordered 
before  approvals  have  been  requested  or  obtained? 

Does  the  budget  include  a  realistic  allowance  for  con¬ 
tingencies? 

Are  items  being  included  in  the  budget  just  to  provide 
a  "cushion"  for  non-budgeted  items? 

Is  equipment  being  ordered  too  soon? 
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Is  there  a  tendency  to  delay  some  ordering,  thus 
holding  up  completion  of  a  project? 

What  happens  if  suppliers'  and  contractors'  bids 
exceed  the  amount  estimated  in  the  work  order  or  in 
the  budget  appropriation? 

What  action  is  required  if  expenditures  exceed  the 
work  order? 

Will  estimates  be  accepted  as  binding  by  the  depart¬ 
ment  which  is  responsible  for  the  actual  expenditure? 

Is  there  a  monthly  report  which  summarizes  the  costs 
to  date  and  which  shows  the  amount  of  work  completed? 

How  prompt  and  reliable  is  the  accounting  system  when 
it  comes  to  accumulating  and  reporting  expenditures 
made  against  individual  work  orders? 

Should  any  projects  be  expensed? 

NOTE:  2  marks  for  each  point  to  a  maximum  of  16  marks. 
Q.4  Source:  Lesson  Notes,  10:4  and  10:5. 

(6)  (a)  For  the  external  auditor  the  audit  report  is  the 

ultimate  product  of  his  attest  audit.  It  is  here 
than  he  renders  his  opinion  on  the  client's 
financial  statements.  It  is  looked  upon  as  a 
one-way  communication. 

For  the  internal  management  auditor,  the  report  is 
oriented  to  securing  action  to  correct  the 
weaknesses  disclosed  by  the  audit.  The  report  is 
largely  a  summary  of  what  was  found  and  what  is 
being  done  to  rectify  or  improve  the  situation. 

(9)  (b)  Basic  steps  are: 

i)  Consider  the  original  purpose  of  the  audit  in 
light  of  actual  audit  findings  and  decide  on 
the  purpose  of  the  report. 

ii)  Assemble  the  relevant  facts,  making  sure  that 
you  have  complete  information  on  all  facets 
of  each  situation. 

iii)  Draft  the  report  and  review  the  draft  with 
the  auditee,  noting  all  of  his  comments. 
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iv)  Amend  the  draft  report  or  add  appropriate 
references  to  auditee  comments. 

v)  Review  and  polish  the  draft  into  final  form 
and  prepare  the  required  number  of  copies. 

vi)  Issue  the  report  to  the  designated  recip¬ 
ients,  ensuring  that  the  auditee  receives  a 
copy  before  his  superior. 

NOTE:  1  1/2  marks  for  each  point. 

5  Source:  Text,  Chapter  2. 

)  Private  Sector 

Main  development  grew  out  of  the  work  of  visionary 
auditors  in  the  late  1930s  and  early  1940s.  Further 
stimulus  was  provided  by  the  formation  of  the 
Institute  of  Internal  Auditors  and  by  the  rapid  growth 
in  size  and  complexity  of  business  operations  during 
and  immediately  after  World  War  II.  In  many  cases  the 
starting  point  was  the  exposure  to  operations  in  the 
course  of  carrying  out  conventional  financial  audits. 

)  Public  Sector 

Until  recently  auditing  in  the  public  sector  was 
confined  to  a  mere  verification  that  disbursements 
were  appropriately  authorized  and  stayed  within  budget 
appropriations.  The  sheer  magnitude  of  government 
operations  and  the  exposures  of  uncontrolled  and 
wasteful  spending  has  stimulated  a  public  outcry  for 
more  accountability  on  part  of  governments.  Auditors 
therefore  extended  their  scope  into  the  general  area 
of  operations,  which  became  known  as  the  value-for- 
money  concept. 

6  Source:  Text,  Chapter  16. 

Ascertain  what  action  is  taken  to  follow-up  on  past 
due  accounts. 

Review  documentation  supporting  follow-up  activity. 

Evaluate  policies  regarding  write-offs  of  uncollect¬ 
ible  accounts. 

Test  accuracy  of  both  the  amounts  and  the  aging  shown 
on  the  aged  trial  balance  by  checking  a  sample  to  the 
accounts  receivable  subsidiary  ledger. 
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Test  completeness  of  the  aged  trial  balance  by  cross- 
referencing  a  sample  of  the  accounts  in  the  subsidiary 
accounts  receivable  ledger  to  the  aged  balance. 

Verify  the  footings  of  the  aged  trial  balance. 

Ascertain  the  timeliness  with  which  the  aged  trial 
balance  is  prepared  and  submitted  to  management. 

Reconcile  the  aged  trial  balance  with  the  general 
ledger  control  account. 

Determine  the  extent  of  the  use  of  collection  agencies 
and  attorneys. 

Determine  that  the  credit  department  is  kept  informed. 

Compare  with  industry  standards  and  past  experience  of 
the  company. 

Review  approvals  of  write-offs. 

Examine  subsequent  collections  for  promptness. 

NOTE:  1  1/2  marks  for  each  point  to  a  maximum  of  15 

marks. 

5  Q.7  Source:  Text,  page  172. 

Attributes  of  the  DETECTOR: 

appropriate  to  the  objective  of  the  control  sys¬ 
tem, 

reasonably  accurate, 

collected  at  appropriate  points,  times  and 
intervals , 

timely, 

reasonably  non-disruptive  to  the  operations  from 
which  the  information  is  drawn, 

cost  effective, 

able  to  handle  the  volume  of  data  involved  in  the 
control  system. 

NOTE:  1  mark  for  each  point  to  a  maximum  of  5  marks. 
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8  An  almost  infinite  variety  of  acceptable  answers  could 
be  offered.  To  illustrate  what  is  expected,  let  us  use 
the  example  of  a  hospital  with  specific  interest  in 
the  emergency  department. 

)  (a)  Verification 

-  Many  valuable  assets  (supplies,  equipment)  could 
be  inventoried  by  the  auditor. 

Fund  accounting  is  frequently  encountered  in 
hospitals  along  with  funds  made  available  for  the 
purchase  or  operation  of  specific  items  or  func¬ 
tions.  The  auditor  might  verify  the  correctness  of 
reports  produced  by  the  hospital  and  its  component 
operations  about  the  deployment  of  these  funds. 

)  (b)  Compliance 

-  The  health  care  field  abounds  with  all  manner  of 
legislated  regulations  that  an  auditor  could 
profitably  review  for  compliance. 

)  (c)  Economy 

-  An  auditor  might  review  the  process  of  acquiring 
significant  items  of  supplies  and  equipment  to  see 
that,  for  example,  competitive  quotations  were  ob¬ 
tained  and  used  in  order  to  obtain  those  items  at 
lowest  cost. 

-  An  auditor  might  review  the  staffing  of  various 
functions  to  evaluate  whether  positions  were  being 
filled  with  over-qualified  persons  or  with  exces¬ 
sive  numbers  of  persons,  or  if  excessive  physical 
facilities  were  acquired. 

)  ( d)  Efficiency 

-  The  auditor  might  relate  costs  of  providing  ser¬ 
vices  (i.e.,  inputs)  to  the  output  (i.e.,  number 
of  services  performed)  to  see  the  trend  of  the 
ratios  and  how  they  compare  with  other  hospitals. 
The  auditor  would  be  assessing  productivity 
against  some  acceptable  norm. 

)  (e)  Effectiveness 

-  An  emergency  department  is  supposed  to  be  deal¬ 
ing  with  true  emergencies  and  not  serve  as  a  24- 
hour  clinic  for  all  manner  of  ailments.  The  audi¬ 
tor  might  examine  the  records  of  cases  handled  to 
see  whether  the  basic  function  of  an  emergency 
department  is  being  abused  by  patients  or  doctors. 


END  OF  SOLUTIONS 
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